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Coming — Against the letter and spirit of 
the law, according to Stanley L. Golden, 
are the decisions and regulations which 
hold excess interest payments received by 
the beneficiary of an insurance policy in 
addition to installment payments of the 
insurance proceeds, to be taxable. Mr. 
Golden proposes elimination of what he 
feels is discrimination based on an illogical 
distinction. 


In other articles, Aubrey Marrs analyzes 
the constitutional aspects of the Kahriger 
decision, upholding the occupational tax 
on persons who accept wagers; Henry 
Schneider integrates the voluminous mate- 
rial, contained in the cases and the Code, 
relating to the tax status of aliens; and 
Grant E. Judge writes on the problems 
faced by the fee owner of oil-and-gas 
property. 
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Administrative... 


FEDERAL ee | 
TAXES | HE ABILITY of an insured decedent t 


L¢ 


change the beneficiary of the policy on his life resulted in his 
widow being liable, as transferee of his estate, for his income 


taxes. For the year ending December 30, 1948, the date of his 


death, the decedent received income in the amount of $21,146.00, 
being liable, therefore, for income taxes of $5,784.22. His estate 
was insolvent, but his widow received, as beneficiary, the full face 


value of the policy, $4,497.28. She claimed that the insurance 


proceeds were not included in his estate, but following Ruth Hall: 
Rowen, CCH Dee. 19,151, 18 TC 874, “where decedent is pos 
sessed of the right to change the beneficiary of his life insurance 
and does not do so, and leaves an estate insufficient in value to 
pay income taxes assessed, this Court has consistently construed 
such failure to change the beneficiary to be a transfer of assets 
within the meaning of section 311 (a) (1), Internal Revenue Code, 
resulting in an equitable liability being imposed upon the trans 
feree.”—Margaret A. Tyson, CCH Dec. 19,722 (M), 12 TCM 641 


| 
(UREDITING OF DIVIDENDS on the 
books of a corporation to its two stockholders on December 31, 
1942, was sufficient to prevent imposition of the personal holding 


company surtax as to amounts which were paid into their accounts 


by check in January, 1943. The two stockholders were detained 


in Occupied France and had delegated the affairs of the corpora 
tion to its secretary. “We cannot see how the extra step of draw 
ing and mailing dividend checks to be later deposited can be 
taken to be so necessary ard so effective. Of course a cor- 
porate taxpayer should not have a period of some months of grace 
before making its actions sufficiently decisive to indicate in what 
year they give rise to particular tax consequences. But all these 


fears seem remote from the present case. Here a world situation 


made the grant of power to this individual both natural and under- 
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standable ; and she was trying to exercise it wisely and desirably 
for her principals. Had she had somewhat more legal finesse and 
sophistication she might in all likelihood have avoided the prob- 
lem by somewhat greater formality, even perhaps a ‘consent 
dividend’ under I. R. C. §28 by formal written consent of the 
stockholders (by their agent, of course) . . . It seems to us that 
the dividends were made unequivocably available to the stock- 
holders as far as the corporation was concerned and that the entire 
purpose subserved by this undistributed profits tax had been sub- 
served.”—ZInternational Bedaux Company, Inc. v. Commissioner, 
53-1 uste § 9426 (CA-2). 


. 

T HE ABSENCE of a legally appointed 
guardian for two minor children who were beneficiaries of a trust 
established by their father, with their mother as trustee, was 
responsible for the gifts being declared gifts of future interests, 
and, therefore, not eligible to be excluded from the gift tax in the 
amount of $3,000 per year for each child. Under the law of the 
state (Pennsylvania), “ a beneficiary of a trust who is a minor 
may not make a legally effective request for payment of either 
income or principal from its trustee, nor give a receipt which can 
serve as a legally sufficient acquittance of the trustee. . .. A 
legally appointed guardian is the only person who can effectively 
bind the minor in such acts. . . . With due deference to the 
view expressed by the Seventh Circuit [in the Aieckhefer case], 
we prefer to adhere to our opinions in the Stifel and Kieckhefer 
cases .. . holding that the nonexistence of a legal guardian is 
of controlling importance.’—Ililliam H. Pope, CCH Dec. 19,725 
(M), 12 TCM 646. 


ry. 
| HE PROHIBITION against transferring 


government contracts was not applicable where there was only a 


change of business structure. It did not apply where the con- 
trolling stockholder of a corporation which had been awarded 
contracts on the strength of his “know-how,” transferred the con- 
tracts to a partnership in which he retained the same interest and 
where he personally supervised performance. So, where he had 
paid capital gains tax on the estimated profits from the contracts, 
it was error to deny the partnership an amortization basis for the 
contracts solely because of the statutory interdiction against the 
transfer of government contracts. “The change did not deprive 
the government of the management responsibility for which it 
bargained, and financially, it was in a better position after the 
change than before . . . the change did not multiply the num 
ber of persons with whom the government had to deal. Nor was 
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there any speculative bidding involved here. In our view the 
transfer . . . was not one within the purview of section 3737.” 
Thompson v. Commissioner, 53-1 ustc § 9424 (CA-3). 


‘ 

Casu RECEIVED on the termination of a 
“franchise” between a manufacturer of drugs and an exclusive 
selling agent was not entitled to capital gains treatment, since, 
assuming the existence of a capital asset, there was not a sale or 
exchange. “To refer to the contract as a grant of a franchise 
tends . . . to becloud analysis of the legal relations. What the 
taxpayer gave in return for the cash payment was a release of 
[the manufacturer’s] contract obligations, chief of which was its 
promise not to sell its products to other dealers. . . . Such re 
lease not only ended the promisor’s previously existing duty but 
also destroyed the promisee’s rights. They were not transferred 
to the promisor; they merely came to an end and vanished.” 
Commissioner v. Starr Brothers, Inc., 53-1 ustc § 9140 (CA-2). 


ry. 

| RANSACTIONS whereby, under contracts 
with a federal agency, lime was delivered and spread upon the 
fields of farmers in Indiana, involved wholesale sales of personal 
property; they were not transactions which involved personal 
services—‘since no additional charge was made for delivering 
the lime spread upon the fields, no segregation of any part of the 
sum received from the sale is possible. The sale was for a defi 
nite price per ton for the lime delivered.” Accordingly, the tax 

I 


rate on the gross income from such transactions was 14 per cent, 
not 1 per cent as in the case of gross income from personal serv 
ices.—Department of State Revenue v. Klink, CCH Inptiana Tax 
Reports {| 15-055 (S. Ct., Ind.). 


| NHERITANCE TAX is not payable on 


property of an intestate person which escheats to the University 


of North Carolina. Although such a tax is imposed upon a trans 
fer to “persons or corporations, the generally accepted principle 
of statutory construction is such that such a term in a statute does 
not include the sovereign. Since the present distribution of the 
estate appears to be an escheat to a state institution, I am of the 
opinion that there has been no transfer upon which the inheri 
tance tax is imposed. Should a later claim be made by an heir, 
then the tax would be due at that time. . . ."—Opinion, Attorney 
General of North Carolina, CCH State INHERITANCE EsTATE AND 
Girt Tax Reports § 17,748. 
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The President 


Che new tax law—Technical Changes Act 
of 1953, Public Law 287—was signed on 
August 15 by President Eisenhower. Some 
of the amendments section 
calling for withholding on amounts in excess 


such as the 
of $20,000 paid to employees residing abroad 
and the section authorizing the new deduc- 
tion for amortization of grain storage facili- 
ties—depend upon the date of the enactment 
for their effective dates. Earlier the Presi- 
dent had signed three bills which (1) pro- 
vided for retirement Tax Court 
judges, (2) extended the exemption of cer- 
tain combat pay and (3) continued for an- 
other year, the and 


pay ot 


suspension of duties 


import taxes on metal scrap. 


Congress 


During the closing days of this last ses- 
that failed of pas- 
although staunchly supported by the 
Administration, was the bill to increase the 
federal debt to $290 
from the present limit of $275 billion 
amount would have 


the World Wai 


which 


sion of Congress, a bill 


Sazpe, 


billion 

This 
within sight of 
II debt limit of $300 billion 
1946 by $25 billion. 
A debt ceiling is simply a limitation on the 
amount of federal 


ceiling on the 


] 
been 
was reduced in 
government 


securities 


which may be outstanding at any one time. 
Debt-ceiling legislation 


the First World Wat 


a comparatively 


inaugurated 
It was set 

billion and 
type of securities 
1939, legislation gave us 

the type of law we today—a ceiling 
as to the type of 
On June 30, 1953, 
securities amounted 
with necessary borrow- 


Was 
period 
modest $7 

legislation denoted the 
to be issued In 
have 
without specific direction 
securities to be issued. 
the total outstanding 
to $266 billion and 
ing in July the debt would almost bump the 
ceiling at $272 billion. 


Washington Tax Talk 


Debt Ceiling Stays .. . 
New Law Signed .. . 


Regional Commissioner's Job 


Washington Tax Talk 


The growth of the federal debt has not 
been a steady and creeping growth like 
that of a vine; rather, it has grown in spurts, 
like the stalks of corn on the 
plains on hot nights. War is invigorating, 
but so seems to be peace 


Midwestern 


, especially if spot- 
ted with economic depressions, 
peaceful and depression-marked-two-dec- 
ades of 1922-1942, the federal debt increased 
$50 billion World War II it 
spurted billion to $269 billion. 


Debt naturally creates a creditor. Until 
the advent of E bonds, individuals were not 
creditors in great numbers. 


During the 


during 
¢79 
D/Z 


and 
from 


Now, however, 
over $35 billion in series E bonds are out- 
standing and individuals now hold a total 
of $63 billion of federal securities. In 
dollar amount, they are the second largest 
holders. Banks are the largest holders, $83 
billion, the United States Government in- 
vestments account is third with $43.7 bil- 
lion; next, hold $22 billion; 
insurance companies, $15.9 billion; state and 
local governments, $9.9 billion; and mutual 
savings banks, $9.8 billion 


corporations 


Creditors expect interest, and the interest 
payable is provided for year in the 
budget; in President Ejisenhower’s 1954 
message, the amount asked for the payment 
of interest was $6.4 billion 


each 


Congress didn’t solve when it 
sidestepped the issue of ceiling legislation 
which will have to be considered 
Debt debt 


reduction are all a 


anything 


when it 
reconvenes. reduction 
part of the 


management 


ceiling, 
and tax 
problem—sound fiscal 
This problem has been at- 
tacked many times by many theorists of 
repayment, refunding and retirement, but a 
solution, if there is just one, hasn’t emerged. 
Perhaps at the next session of 
something can be done about it 


larger 


and policy. 


Congress 
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may be interested in a 


For those Who 


technical discussion of the national 
id its management, these two books 


be helptul 


more 


Federal 


(McGraw 


Vanagement of the 


Charles Cortez Abbott 


Book Company) and National Debt and 
the New I:conom by Seymour FE 


( McGraw-Hill Book 


Harris 
{ ompany ) 


House Ways and Means Committee. 
More 
general tax revision 
Ways and Means ¢ 
to August 14, 


mony hi 


than 600 witnesses appeared at the 


House 


June 16 


hearings of the 
Oommittec 
W hile all 


masticated, (Chairman 


trom 


Reed say ‘ l » changes which are 


likely to appe: n the completely revised 


bill nex ar W permit children to earn 
vithout loss to the pal 


and will 


present 


over $600 per yeat 


ents ola dependency credit make 


some improvement in the system 


filing declarations of estimated tax. The 


“ | 
testimony given was described as a shock 


ing indictment of the untairness and con 


fusion of our antiquated revenue system.” 


The Supreme Court 


Certiorari.—Certiorari has been 


for in the 


applied 
following cases 

U ») ri 7 he Ay ade 
{9298 (( 


Compan 


\-6).—Where, pursuant to a plan 


O Save 1 


dissolved, 


ustee for the 


taxes, a corporation was 


if 
It 


Ss assets transferred to a tt 
assets being transferred 
trustee at the 


stockholders, the « xpenses 


stockholde1 s, these 


to a new corporation by the 


direction of the 


of attorneys, accountants and appraisers in 


connection wi he plan were ordinary 


corpora 


there b ing no “reo tion” present 


an necessary expenses 


Lion, 


Eck Commiissi 3 stc {9287 


(CA-2) On the 


have known th: 


ship income was 
ported by them, fraud 


upon partners who 


in the partnership business 


} j } ] 
checks and received large amounts 


nership income, and talsified the 


books 


United Press Photo 


Treasury Secretary George Humphrey (right) is shown with Budget Director Joseph 
M. Dodge before charts used to illustrate the need for a higher debt ceiling. 
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Goldbaum v. U 53-1 ust 


{ 9342 
(CA-9)—Conviction for evasion of tax 


sustained as there was not a material and 
fatal variance between the evidence and the 
allegations of the indictment and the speci- 


fications of the bill 


Maxwell v. Commissioner, 53-1 ustc § 9379 
(CA-6) Wife did bona fide 
interest in a family partnership where, with 
the consent of the | 
a portion 


of particulars. 


not have a 


parties, she was given 


of her husband’s interest in the 


partnership in return for a_ noninterest- 


been wholly 
tendered neither serv 


bearing note which had not 


discharge ad, Since she 


ices nor original capital as consideration 


Stuyvesant Town Corporation v. U. S., 53-1 
§ 92907 (Ct. Cls 
I 


USTC debenture 


issued 


certincates ya 


subsidiary to its 


parent to evidence sums 


money advanced 


by the parent wer ore than 


mere evi 
dences f debt, sinc I represented 


term investment 


parent 
ubsidiary; 


t 
re 


USsST« | 9389 


entitled to tack the 


1. by another 


prior riod ot f s rendered 
a subsequent period ol services 
Where 
only 13 
other 


spread income 


attorne 


rendered by both attorney jointly 


the period of joint service was 


months, the prior service of the 


attorney could not be used to 


with the 36-month 


of Section 107 (a) 


in accordance provision 


The Commissioner 


The Management Job of a Regional Com- 
missioner.—In a memorandum to Regional 
Commissioners, Commissioner of Internal 


Revenue T. Coleman Andrews set forth the 


basic principles underlying desired relation 


ships between people at the various levels 


within the Bureau organization 


JC )B as 


5 4 OUR 
rightly be 


can 


Regional Commissioner 


viewed as a complex 


one Fundamentally, 


however, it revolves 


around one simple objective: getting things 
done through people. The 


in the 


complexity comes 


relationships 


existing between the 


people, and is magnified if the relationships 


are not mutually understood 


In the following pages, then, your job 


of management will be 


from the 
with the 


looked at 
standpoint of your relationships 


Washington Tax Talk 


Commissioner and his staff, with your own 
staff, with your District Directors and thei1 
staffs, and with the public. 


Notice that the words “Washington” and 
“field” are not used. two labels, 
loosely applied throughout the government, 
have a seriously adverse effect on relation 
ships by 


Those 


promoting misunderstanding, and 
even competition. “Washington” will never 
quite understand the “field” and the “field” 
will never quite understand ‘“Washington” 
so long as each thinks of the other in those 
terms. Understanding will come only when 
we begin to speak and think in terms which 
clearly indicate what we are talk- 
reflect pursuit of the 
objectives of the Internal Revenue Service— 
not just labeled “Washington” o1 
“field.” 

What is a here? 
It is the position of one person with respect 
to another—the 
authority each has, the 
has and the 


who and 
ing about, and which 


those 


relationship as used 


function each has, the 
responsibility each 
performance expected of each. 
Your relationships will be 
those and 


responsibility will be given 


You 


youl 


discussed in 


terms, methods of discharging 


Commissioner. In 
region, you act for the 
and are therefore ultimately 
him for all 


represent the 
Commissionret 
responsible to 
activity in region The 
discharge of your responsibility, however, 
is carried out largely in 
with 


your 
your relationships 

top 
thei 


members of the Commissioner’s 


staff and in 


relationships between 


staffs and yours. 


For practical 
Commissioner has the 
ecutive leadershiy 
tion. In that directly supervises 
you. He is your principal point of contact, 
the principal one to whom you make recom 
mendations, and the principal 
evaluates the quality of your 


very reasons, the Deputy 
job of providing ex 
throughout the organiza 


role, he 


one who 


work. 


Each of the five 
has the 


Assistant Commissioners 


job, in his area of 


function, of 
developing nationwide policy for the Com 
missioner’s approval, nation-wide programs 


to carry out the nation-wide 


poli y and 
measurements to insure 
These 
part of the 


him, do not 


effectivene SS ot the 
programs Assistants, each of whom 
does a Commissioner’s job for 


issue orders to 


you, but the 


Commissionet them to give you a 
great advice and guidance. To do 
their jobs properly, they in turn should take 


a great deal of both from you 
You 


written communications to the 


expects 


deal of 


should ordinarily address your 


own 
Deputy or to 
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the appropriate Assistant Commissioner. 
Matters which have broad policy implica- 
tions or overlap two or more Assistant 
Commissioners’ jurisdictional areas should 
be addressed to the Deputy Commissioner. 
If on occasion it more appropriate 
to address communications to persons other 


seems 


than these six, the answer most probably is 
that you are doing something which a mem- 
ber of your staff should be doing for you. 


Consider your relationship with the As- 
Commissioner for Administration, 
for example. It is in this area that you 
may be tempted to dip down deeper than 
the Commissioner you to En- 
civil service 
space negotiations, fund alloca- 
tions and the like, you will not be able to 
discharge your larger responsibilities. 
your 


sistant 


expects 
twined in the intricacies of 


regulations, 


Give 
Assistant in this area wide latitude and 
discretion. Give him authority to deal 
with the Assistant Commissioner 
for Administration and his Division Direc- 
tors Your with the Assistant 
Commissioner for Administration will then 
matters meriting your 


directly 
dealings 
be on 


attention and 
his 


Your relationship with the Assistant Com 
missioner for Operations has changed. Be- 
fore, he had the back-breaking job of try- 
ing to supervise you with one hand and 
staff responsibility to the 
with the other. Now, he 
concentrate on the vitally important 
job of co-ordinating policy, programming 
and evaluating work incident to audit, col 
lection, intelligence, appellate and alcohol 
and tobacco tax functions 


discharge his 
Commissionet 
can 


Members of his 
staff, the Directors of his divisions, should 
deal directly with their counterparts on 
your staff. If a written communication in 
the operations area deserves your attention, 
in that it laps more operations’ 
functions, it probably likewise should de- 
serve the attention of the 
missioner or the 


two or 


Deputy Com- 


Assistant Commissioner. 


A matter does not 


necessarily deserve 
your attention merely because it has been 
presented to you, for example, by your 
Assistant for Collection. To the greatest 
extent possible, turn it back to him for 
handling directly with the Collection Divi- 
sion Your dealings with the 
Assistant Commissioner for Operations will 
then be on matters meriting your attention 
and his, 


Director. 


Your relationship with the Assistant Com- 
missioner for Planning is an indirect one. 
His is a job of basic research separate from 
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day-to-day operational supervision and pro 
gram planning. From these studies are 
derived recommendations as to over-all direc 
tional guides which influence 
operating and budgetary policies. Your 
communication with him will therefore be 
slight, except in connection with sampling 
procedures and techniques used for 


tical purposes. 


long-range 


statis 


Your relationship with the 
missioner 


Assistant Com 


(Techincal) is mostly advisory 


in nature His is a job of interpretation, 


of formulating regulations and rulings, of 
giving Iping to prepar 


legislation, and instructions 


advice on and he 
forms 
staff will depend < deal on your 
for advice as to ie ractical 

of rulings regulations. 
in turn look to his 
on technical 


major 


and 
guidance 


staff for 
policies. On 


may 
questions of 


technical policy you yourself may 


have need for his and if 
should be freely sought and given on <% 


sonal basis. 


guidance, 


That is not to say that the Assistant 
(Technical and Planning) 
have little need for contact with you. To 
the contrary, they need to so arrange their 
affairs that they can spend a good portion 
of their time in Regional 
offices—a principle 


Commissioners 


Commissioners’ 
applicable to all five. 
Only through such consultation and first- 
hand observation can they pursue their own 
jobs with proper perspective and give you 
the caliber of guidance you deserve. 


The Assistant Commissioner (Inspection) 
has a service role. His job is to see that 
the character of prospective employees is 
above reproach, to see that the conduct of 
employees already 
above 


employed is _ likewis¢ 
reproach, and to assist in the ap- 
praisal of their work and the management 


under which it is conducted 


This appraisal will in the 
future be fully co-ordinated with your own 
supervisory function. Forthcoming operat- 
ing instructions will reflect the principle that 
the job of appraisal of the work of em- 
ployees in your region is primarily yours 
You will then be expected to develop a pro- 
gram 


function of 


to accomplish that job. Inspection 


activity will then be geared to your program. 


Now as to your broad responsibilities to 


the Commissioner. First is your respon- 
sibility for policy and program execution 
and evaluation. The Commissioner looks 
to you to carry out his policies and to im- 
plement the programs developed for him 


(Continued on page 747) 
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Methods of Depreciation: A Review 


BY NED FISCHER, Accountant in Charge of Tax Department, 
Richard M. Rothschild and Company, Los Angeles 


estimate to be 

rather 
Straight-line depre- 
ciation is not the only method of computing 
1 but, until 
to use other meth 


is an 


|  peobaaisi ATION 


measured by common sense, 


than inflexible rules. 


depreciation, recently, attempts 


ids have been discouraged 


in many ways 


Very recently, more realistic depreciation 


been the 


methods have much 


subject of 
method 


faces the Bureau’s policy of resistance, and, 


discussion; however, any realistic 
becomes advisable to examine 


the Bureau’s policy. 


therefore, it 


Heretofore, whatever may have been said 
about the subject could be 
merely “speculative.” The 


oft the 


classified as 
recent decision 
Appeals for the Seventh 
ymmissioner v. Clark* appears to 
Bureau’s power to make arbitrary 
and 
question in 


Court of 
Circuit in ¢ 
limit the 
rulings, this would seem to cast the 
light. Moreover, 
appointment of Mr. T. Coleman 
Andrews as Commissioner of Internal Rev- 


hints 


quite another 


since the 
enue, have been forthcoming in in- 
creasing numbers that the Bureau may be 
expected to adopt a more sympathetic atti- 
tude toward taxpayers. It has been stated 
that the Treasury is quietly making a far- 
reaching, more liberal revision of the ad- 
ministration of the revenue laws,’ so that 
many taxpayers may now look forward to 
a favorable resolution of their tax problems 


Any Method Should Be Allowed if 
It Ils Consistently Used 


and Has Substantial Recognition 


without the necessity of an appeal to the 
courts. In short, there is a trend toward 
a realistic approach to income taxation, and, 
since depreciation is a major item, it seems 
appropriate to bring up the subject again. 


While the Clark case involved the Clifford 
regulations dealing with the interpretation 
of trust instruments for tax purposes, the 
reasoning applies with greater force 
to many of the Bureau’s rulings with regard 
to methods of depreciation. The Clhfford 
regulations were adopted after a plethora 
of cases had been decided by the courts. 
The Bureau had good reason to believe, 
therefore, that these regulations were a re- 
flection of prevailing judicial opinion. Its 
regulations and rulings with respect to 
methods of depreciation, however, were not 
adopted after any spate of judicial decisions. 
On the contrary, judicial emendations on 
methods of depreciation are far too few 
and far too inconclusive to be regarded as 
determinative of the many vexing issues 
involved. Under no stretch of the imagina- 


even 





153-1 uste 9 9217, 202 F. (2d) 94 (CA-7). 


Methods of Depreciation 


2 See, for example, ‘‘A Whole New Approach 
to Taxes,"’ U. 8. News & World Report, April 
3, 1953, p. 70. 
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tion can the Bureau’s rulings be considered 
as an expression of the judiciary. 


The Clhfford were adopted 
after they had first been well publicized and 
after members at large of both the legal 
and accounting professions had been asked 
to submit their views and criticisms. Pre- 
sumably, the Clifford regulations, in the form 
finally promulgated, were approved by and 
were satisfac tory to the general me mbership 


regulations 


of these two professions. 


This cannot be said of the regulations per 
taining to methods of depreciation 
adopted in thei 
when 


These 


were present lorm many 


years ago thei 


implications were at 


best only dimly comprehended. The Com 


missioner has refused to alter them in any 


appreciable degree in 


spite of almost uni- 


versal condemnation.’ 


The Seventh Circuit pointed up the fact 


; 


that it is not enough that a given regulation 


may or may not be 


reasonable If it is to 


] 


be binding on la 


a given taxpayer, the 
specifically be 


regu 
tion must 


regard 
ticular 


the more 


reasonable with 
to that particular taxpayer in his par 
situation. This observation makes all 
Section 23 (1) of the In 
ternal Revenue Code which is nothing short 
of unique. Its 


telling 


opening sentence (but a 
handful of words) contains the term 
able” not 


clearly 


“reason 
once but 


indicating 
that, before all other 
gress intended that 
flexibly 

sympathetic to the 


twice, most 
Con- 
it be administered real- 


with an 


things, 


istically, and approach 


taxpayer. The statute 


re ads as follow s 


“(1) DEPRECIATION A 


ance for 


reasonable allow- 


exhaustion, wear and tear (includ- 


ing a reasonable allowance for 


” 


obsolescence) 
(Italics supplied.) 
In the 


determination of 


the 
the 


light of further that the 
depre- 


ciation is in most cases “at best a guess,” * 


tact 


allowance for 


the laying down of any fixed, immutable 
standard for its f 


computation 1s tar more 


clearly a violation of the due process clause 


‘Cr Seghers, ‘‘Accelerated 
TAXES—The Tax Magazine, July, 1947, pp. 645 
and following: Mayer, ‘‘Declining Balance De- 
preciation,’’ TAxES—The Tax Magazine, Febru- 
ary, 1947, p. 162; ‘‘Still Needed Depreciation 
Reform,"’ Steel Magazine, November 27, 1950 
p. 30; Blackall, ‘“‘What is ‘Accelerated Depre- 
ciation’ ?’’ American Machinist, July 17, 1947, 
p. 147. (Mr. Blackall, among other things, is 
a director of the Federal Reserve Bank of 
Boston. ) 

* Wilkins Important 
ductibility of Repairs; 
tion Allowances,’ 
University Sixth 
Taxation (1947) 
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Depreciation,"’ 


Developments in De- 
Depreciation; Deple- 
Proceedings of the New York 
Annual Institute on Federal 
at p. 655 
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Depreciation is so fluid 

and dependent on so many variables, 
impossible either to foresee 

or adequately appraise, that in the 
final analysis practical 


considerations must govern. 


of the Constitution than was the comparable 
standard in the Clifford regulations. In the 
aforementioned Clark case, the Seventh Cir 
cuit concluded that 
his authority 


Commissioner 

when he ruled, the 

Clifford regulations, that the income from a 

trust would be taxable to the grantor, solely 
the trust 

ten years. In 

of time 


exceeded 
under 


because than 


short, the arbitrary length 
contained in the regulation 
sufficient to 


terminated in less 
was 
defeat the regulations 

Here we 
some of the 
spect to 
Bureau has ruled in 


them- 
parallel 
with re- 
the 
some instances that in 


selves have a distinct 


with Bureau’s rulings 


depreciation; for example, 
changing to the declining-balance 
of computing depreciation the 
limited to 150 per 


method 
taxpayer 1S 
what the rate 
would have been had the taxpayer continued 
the 


cent of 


to use 


straight-line method of 


de pre- 
ciation.’ 


While has 


evoked a multiplicity of views, the courts, 


the problem of depreciation 


economists, engineers, accountants, lawyers 
and entrepreneurs are in unanimous agree- 


ment on 


one outstanding 


aspect ol the 
fluid and de- 


variables, impossible 


subject Depreciation is so 


pendent on so many 
either to foresee or adequately appraise, that 
in the final analysis practical considerations 
must 

{ 


The that, first and 
“taxation is a practical matter’ ’ 
neither 


govern. 


directive foremost, 


and that 
abstract technical 
will be 


refinements nor 
permitted to prevail 
realities is particularly apt in the 


niceties over 


light of 


5 Special Ruling, August 30, 1946 

* Marshall. Principles of Economics (8th Ed.), 
pp. 354 and 355. Mr. Marshall, as authority 
for his views, cites the well-known work of 
Matheson, Depreciation of Factories and Their 
Valuation: see, too, the extremely interesting 
and learned opinion of Mr. Justice Hughes in 
Lindheimer v. Illinois Bell Telephone Company, 
292 U. S. 151; Woods and De Garmo, Engineer- 
ing Economy (Macmillan, 1942). (Dr. Woods 
and Mr. De Garmo are professor and assistant 
professor, respectively, of mechanical engineer- 
ing at the University of California.) 

™ Harrison v. Schaffner, 41-1 
U. S. 579 


uSsT< 


§ 9355, 312 
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This fact, too, 
has been emphasized by the courts. Quoting 
from Edwards v. Slocum, 1 ustc 72, 287 F 
51 (CCA-2, 1923) and Farmers Loan and 
Trust Company v. Minnesota, 280 U. S. 204 
(1930), Mayer ® makes the following observa- 
tions with f 


de preciation 


what confronts us here. 


regard to the computation ot 


‘In a situation where basic assumptions 


are founded on mere expectation, with its 


necessary attendant 


deviations and disap- 


I theoretic 


point is decep- 
tive, illusory and hardly acceptable from the 


viewpoint of prope! 


iments, 


rehinement 


and practical tax ad- 
ministration.” 


[The entire logic of the situation irre 


demands the ad an admin- 
that unduly place 
the taxpayer but will, on the 


him all such leeway 


sistibly ption of 


istrative policy will not 


restrictions on 
contrary, allow as does 
not result in an abuse of the privilege. As 


M out, 


essrs. Woods and De Garmo’® point 
seems to be 


Che only practical solution 
] thod which approximates the 


tion aS ciosely 


la as possible.” 
his must, of necessitv, be so, continue the 
I ft the irrefutable “that 


t method of determining 


tact 


is impossible to determine the 
which a given asset has de preciated 
methods 
artificial, 


reciate, a number of 


of computation, all more or less 
| 


have been devised Among these methods, 


m seem to have become more 


any f the others These 


med as follows 
Method; 
Method; 
Methe d; 
Method; 


Me thod. 


Balan ¢ 
ight-Line and 
’roduction 

None 


heir pré 


are tree trom 


criticism All have 


yponents and detractors. None, in 
the very nature of things, can be perfect and, 
theretore, the able to 
others. As 
Grant and 


Norton, two leading authorities on 


taxpayer should be 


use one as freely as any of the 
observed by Eugene L; 
Paul T 


the subject 


Was 


ible to state that one 
depreciation) is 


system 
right and 
merely say that 


computing 


others wrong; one may 


they correspond well or badly to various 


* Article cited at footnote 3. 

* Work cited at footnote 6. 

1 Grant and Norton, ‘‘Engineering Viewpoint 
in Depreciation Accounting,’’ Journal of Ac- 
countancy, June, 1945, p. 451 (Mr. Grant is 


Methods of Depreciation 


professor of economics of engineering at Stan- 


criteria established as a basis for their com- 
parison and the respective merits of which 
are debatable.” 


Che reason why 


no system of computing 
or determining depreciation can be said to 
be superior to nor inferior to any other 
system or systems is that, as Messrs. Grant 
and Norton point the matter in its 
very essence is one that is “fundamentally 


indeterminate.” 


out, 


Yet, in spite of the pre-eminent fact that 
the matter is “fundamentally indeterminate,” 
all have the 
Bureau of than 
There could be no objection 
indeed, there would be 


write this article, were it not tor the 


their methods or systems, 


Internal Revenue no less 
the taxpayers 
and, no occasion to 
aston- 
ishing circumstance that so many (including 
the Bureau) that 

correct system and that any 


lhe 


View 


is the 
other 
that it all depends 
None of the systems 
The pro- 
approached the sub- 
point different 


adherents of other methods. 


insist their system 


only sys- 


tem 1s wrong 


tact 1s 
on the point ol! 


really contradict one 


another. 


ponents have merely 


ject Irom a 


that ot 


quently, too, it is 


vantage from 
Conse- 

given 
individual, without being in any wise inconsis- 


tent or 


possible for a 


self contradictory, to discard 


one 
to apply 
depreciation to 


method to 


system and to adopt another or 


one method of computing 


and another 


ot assets 


set of assets 


The situation is very much like that of a 
ball, painted half white and half black, being 
held up to an audience. One segment of the 
audience, is seated, 
The other 
that it is 
both 


real. 


where it 
ball 1S black. 


equally 


de pending on 


will insist that the 


will be 
‘I he 


will be 


segment insistent 


white. contradiction between 


segments more apparent than 
Both segments are right, and yet both are 
wrong. If the ball were to be turned half- 
both 
were to exchange seats, those who 
ball as “black” then 


“white” and those who there- 


way around or if 


segments of the 
audience 
] 


described the would 


describe it as 


totore 


regarded it as “white” would then 


consider it “black.” 


( Ir, to 
like 


looking at the 


change the metaphor, it is much 


that of an and a 
bottle of whiskey. 
Che optimist, with eyes bright, might say 


“Gosh! It’s half full.” While the pessimist, 


optimist pessimist 


1c 
seitsame 


ford University, and Mr. Norton 
of industrial engineering at 
technical Institute.) 


is professor 
Virginia Poly- 
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with a long face, might say: “Gosh! 
half empty.” 


It’s 


The reason for the varying points of view 
is that the positions of the various observers 
are different from one another. In conse- 
quence, they are impelled to come to differ- 
ent conclusions. General conditions, as the 
authorities have repeatedly emphasized, are 
in a continual state of flux. Of necessity, it 
must follow that the positions of the ob- 
servers will change from time to time thus 
catising them, in turn, to alter their point of 
view. 


As an example, let it be assumed that a 
hotel was purchased and that the straight- 
line method of depreciation was adopted 
both for the hotel and the furniture in it. 
Several years later the neighborhood began 
to deteriorate and the owner of the hotel 
felt it necessary to change to the declining- 
balance method of depreciation in order to 
recover his investment as soon as feasible. 
Still later, however, a major bus line erected 
a bus terminal on the street with the result 
that the number of guests stopping at the 
hotel sharply increased thereby reviving 
the earning capacity of the hotel. The owner, 
because of the change of conditions, reverted 
back to the straight-line method of depre- 
ciation. During the entire interim, however, 
he had continuously used the straight-line 
method of depreciation for the furniture in 
the hotel. 


In other words, his vantage point Vis-a-vis 
the hotel had changed and that, of course, 
brought on a change in his concept of de- 
preciation. He had found no need, however, 
to alter his concept of depreciation with 
regard to the furniture. 


The several points of view with regard 
to depreciation may be briefly summarized 
as those of the economist, the engineer, the 
accountant and the entrepreneur. An excel- 
lent description thereof will be found in an 
article by Mr. J. H. Landman, entitled “The 
Old and the New Depreciation Problem,” 
Taxes—The Tax Magazine, October, 1949, 
page 911. Mr. Landman states, in part, 
as follows: 


“The economist’s conception of deprecia- 
tion implies the current social value of 
assets. He is interested in the contemporary 
costing and pricing of commodities at least 
to the extent that they are influenced by the 
consumption of fixed assets at current values. 
The engineer deals with the deterioration 


aU. 8. 
Dec, 11,398, 42 BTA 1323, at p. 1354, 43-2 usre 
49544. aff'd 137 F. (2d) 511 (CCA-2). 
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of service value of a property expressed in 
terms of surviving useful life. The ac- 
countant’s write-off of annual depreciation 
is not always, though it should be, com- 
mensurate with the asset’s efficiency. A 
plant may be fully depreciated on its com- 
pany’s books, and yet be maintained at almost 
the maximum of its engineering productivity. 


“The infrequent accounting 
issuing annual engineering appraisals of 
property approximates the time concept 
of depreciation. The unit-of-production and 
the diminishing-balance methods of depre- 
ciation are less faithful to it. The straight- 
line method, predicated on equal install- 
ments divided over the useful life of a 
capital asset, with an adjustment for salvage, 
violates this idea because no assets undergo 
equal annual wear, tear, exhaustion and 
obsolescence. Yet it is most frequently em- 
ployed among accountants because of its 
convenience and objectivity, and because 
of the fairness of charging each year in the 
useful life of a depreciable asset with an 
equal share of its cost, irrespective of in- 
come.” 


practice of 


“The straight-line method of depreciation 
is essentially an accounting concept which 
to a considerable extent is a matter of hy- 
pothesis and computation . .. . It is 
generally based on a conjecture not 
shown to have any connection with actuality 
that depreciation will be at a constant rate 
throughout an estimated life.’” Yet for all 
its lack of “scientific” approach and in spite 
of the fact that it rests on conjecture, the 
straight-line method of depreciation has its 
staunch advocates and, it must be admitted, 
not infrequently accomplishes its purposes 
satisfactorily. 

The sinking-fund method of 
depreciation is the 
entrepreneur. This 


computing 
preferred by the 
method visualizes an 
imaginary sinking fund established by uni- 
form end-of-year annual deposits through- 
out the useful life of the asset. These assets 
are assumed to draw interest at some stated 
rate, such as 6 per cent or 4 per cent, and 
are just sufficient so that the fund will equal 
the cost of the asset minus its estimated 
salvage value at the end of its useful life. 
The amount charged to depreciation expense 
in any year the sinking fund 
plus the interest on the imaginary accumu- 
lated fund. The book value at any time is 
the initial cost of the asset minus the amount 


one 


consists of 


accumulated in the imaginary fund. 
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The declining-balance 


method of depreciation is espoused 
by economists. 


As an example, assume that a $1,000 asset 
with an estimated life of 25 years and zero 
salvage value is to be depreciated by the 6 
per cent fund method. Utilizing conversion 
tables for the purpose, we find that the sink- 
ing fund deposit is $1,000 x .01823=$18.23. 
In the second year, the depreciation charge 
will be $18.23 + $18.23 x .06 $19.23. In 
the third year, it will be $18.23 + ($18.23 + 
$19.23) (.06) $20.48; and so on. 


In other words, the entrepreneur antici- 
pates earning a profit on his capital invest- 
ment and thus increasing his capital. Were 
it otherwise, says the entrepreneur, he would 
not invest in the first place. According 
to him, the situation is comparable in many 
cases to the purchase of securities. The 
investor expects not only to draw dividends 
on his securities but eventually to 
sell Accordingly 
to the entrepreneur, the only difference be- 
tween investing in securities and investing 
in machinery is that the latter asset will 
be consumed in the production of economic 


y ods: otherwise, 


also 
the securities at a profit. 


there is none. 


To this point of view, the accountant has 
many objections, not the least of which 
is the fact that there is no guarantee that 
the asset will eventually be sold at a profit. 
Che entrepreneur, contrary to his best ex- 
pectations, may eventually have to dispose 
ot the Nor is there 
vay of determining in advance how 
that profit, if any, may be. 


asset at a loss. 


any 
much 
Moreover, if the 
asset is to be retained for a period extended 
over two or more fiscal years, the account- 
added problem, in his deter- 
mination of profit and/or loss for any given 


ant has the 


fiscal year, of properly allocating an aliquot 


portion of the cost of that asset to the given 
f With 


accountant asks 


scal year. considerable merit the 
Just how is this to be done? 
Che accountant, for still other reasons, must 
assume that the asset will not be disposed 
yf at either a until a 
thereof actually takes place. But 
is totally unacceptable to the entrepreneur 
ho predicates all his operations on the 
assumption that they will result only in 
Were the entrepreneur to 


assume anything else, he would not in the 


Zain Ora loss sale 


this view 


financial gain. 


first instance have become an entrepreneur. 


The declining-balance method of depre- 


ciation is espoused by economists. The 
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underlying theory of this method is that 
each year an asset becomes less valuable. 
Therefore, they contend, depreciation should 
be computed not on the original cost of the 
asset but on its undepreciated cost. If it be 
assumed that the original cost of an asset 
is $1,000 and that $100 has been deducted 
as a depreciation charge the first year, then 
the depreciation charge for the second year 
should not be computed on a base measured 
by $1,000 but rather on a base measured 
by $900, since the sum of $100 has already 
been subtracted. The net result of the use 
of this method or system of depreciation is 
that a large depreciation deduction is taken 
for the first year. This amount then de- 
clines steeply for the succeeding years until 
the final years of the estimated useful life 
of the asset at which time the depreciation 
charge is relatively little. 


Those disposed toward the adoption of 
the declining-balance method of depreciation 
contend that it is the only truly “scientific” 
method and the only method that squares 
both with actuality and theory. They argue 
that most suffer their 
crease in value during the 
estimated 


assets greatest de- 
initial years of 
After that, de- 
cline in value is preponderantly determined 


by the extent or degree to which the asset 
is used. 


der the 
small in 


thei useful life. 


While the depreciation charge un- 
declining-balance method will be 
later this will be appro- 
priately offset by charges for maintenance 


years, 


and repair which should increase or decrease, 
all other things being equal, in direct pro- 
portion to the extent to which the asset 
Advocates of the declining- 
balance method maintain, further, that it is 
the only method which automatically adjusts 


itself to with 


is being used. 


conform current unstable 
economic conditions, including inflationary 
and the f 


volatile 


pressures, impact 


international 


thereon of a 


highly situation. 


While there are many who cannot accept 
this thesis in its entirety, it must be con- 
ceded that, at least dialectically, the argu- 
ments in favor of it are difficult to overcome. 
One of the main objections to the declining 
balance method of depreciation is that the 
mathematical computations involved are far 
too complex to be That 
to this 
even a 
the formula which 
It is as follows: 


ot practic al use. 


there is no small degree of 


merit 


objection can readily be seen from 


cursory examination ol 


incorporates it. 





In this equation 


p = percentage of depreciation 

number of years of useful life 
salvage value ™ 
ost (or 


When the 


are tew in 


other basis) 


estimated years of useful life 
number, no mathematical prob 


When, 


years are in 


lem of consequence is presented 


however, a large number of 


volved, the be come 


computations 
and the 


becomes essential 


preciation is supposed to solve the fore 
difficulty It is straight-line depreciation 
with a variation. This I 
cated on the hypothe sis that 
of the should be 


first quarter of its estimated usetul life 


quite 


elaborate 


use of logarithm tables 


multiple straight-line method of de 


going 
variation is predi 
half the st 
asset written off during the 
and 


the remaining half in final three quarters 


The units-ot duction method of com 
puting depreciation is 


Much may be 


favored by engineers 


of this method 


as a matter « heor As a matter ot 


support 


tice, however, 1 use in most cases 


feasible if 


With 


made of the 


+ 


this method, an estimate 


, 
total number of 


units 
may be 


its lite. The 


chine expected to produce during 


initial cost of the less 


machine 
divided by this 


| roduction to 


salvage value is then 


mated. total 


esti 
determine a de 
preciation chars to he 
Thus, 


} ! 
pe de preciated 


made for each unit 


ot production sawmill 


might 


the cost of a 


sand 
cost ot < val mune 
tipple might be depreciated at so 


ton ot 


board feet sawed, or the 


much pe 


coal mined, or the cost of a motor 


bus might 


be depreciated at so mucl pet 


mile 
\ severe 


method is the 


obstacle to he us¢ 
difficulty of 
production 


this 
securing a satis 
factory However, even 
though a good production unit can be found, 


there problem of 


unit 


still remains the 
ing total 


estimat 
production over the life of the 
group ot assets. 


asset o1 


Any methods ot 


tion hereafter will be confined almost exclu 


reterences t deprecia 


% A salvage value in some amount, even if it 
be only one cent, is imperative here. Other- 
wise, the equation cannot be resolved. Without 
an allowance for salvage, the equation in its 
resolution will be somewhat like that of the 
Greek legend about the hare who ran twice as 
fast as the tortoise. The hare could never catch 
the tortoise, so went the reasoning, because for 
any given distance traveled by the hare, the 
tortoise would be that much further ahead by 
one half, That is to say, when the hare travelled 
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sively to the 


straight-line method 
declining-balance method. This 

that my other 1 
depreciation, whether listed herein or not, 


is to be 


say, however, 


disregarded or that a disapproval 
of them is thereby intended. On the cor 


trary, one of the main theses of 


is that each should bs 
recognized method, or m 
that may appeal to him. The dis« 


| icted to 


taxpayer 
choose any 
ussion will 
De restr 


straight-line 
balance methods for the 


and declining 


reason, primarily, 


f Internal 
few specialized 


Revenue, ex 
Situations, seems 
a marked predilec t10on tor 


| and a 


] 
al ANCE 


distinct aversion 
method The 
a number 


declining-balance method mn 


ipplicabl the other hand, 


recelve¢ 


observation may hers 
he Bureau’s fondness of the 
1 


depreciation nor its retuct 


unreservedly the declining balance 


lation 


to under 


he straight-line method is really ar 


1S too easy 


accounting convention of relatively recent 


vintage. Its prime virtue 


1 


lies in its simpli 


ity t applicati It makes ni 
being “accurate.” Its 
purposes other than its use in 


nation of income 


taxes, was slow in 


Even as late as 
Public 
New 


company 


1936. 
tempt Service 
York to impose 


rebuffed by 


rf St: rf 


was 


utility 


‘ourt 


The declining-balance method of depre 


ciation, on the other hand, has many, 


behind it \t 


was 


many 


years of tradition 


until 


very recently, it regarded gland 


1 foot, the tortoise would have travelled half 
a foot When the hare travelled half a foot 
the tortoise would have travelled one fourth of 
a foot. And so on ad infinitum 

% Matter of New York Edison Company 1 
Maltbie, 244 App. Div. 685, 281 N. Y. 103, 2 
N, E. (2d) 277. See, too, Lippitt, ‘‘Net Invest- 
ment Rate Making: The Deduction for Depre- 
ciation,’’ Harvard Law Review, May, 1949, p 
1155, at p. 1162 and following 
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ae 


. . . depreciation is the loss, not 
restored by current maintenance, which 
is due to all the factors causing 
the ultimate retirement of property. 
These factors embrace wear and tear, 
decay, inadequacy and obsolescence. 
Annual depreciation is the 
loss which takes place in a year."' 
—WMr. Justice Hughes. 

most 


, 
acceptable method of 


comput 
depreciation.” 


4 


\n examination of the 


} 


works of leading 


iuthorities on the subject” reveals an ap 
different 
to be 


approach 1s so 


proach to the question so from 


that of the 


Bureau 


tling Surprisingly, 


as veritably star 
this 
simpler than that of the Bureau as to 
the presumption that the Commis- 
has beclouded the matter with need- 


less complexities. The 


} 


reason why the courts, 


t taxpayers, have become con 


too difficult to 
judges are lal too 


understand. 
with the 
have the 


subject 


preoccupt¢ d 
duties to 


pressure oft many time 
to study lengthy tomes on the They 
are c mpelled, in spite ot themselves, to 


follow the Commissioner’s foot 


some extent. 


The authorities in defining depreciation 


invariably 
Justice 


uv. Illinots 


quote from the 
Hughes in the case I 
Bell Telephone ( 

at footnote 6). This definition, 
not 


hing short of classic, 


opinion 

Lind- 
ympany 
which 
reads as follows: 


] 


cited 


restored 
to all 
retirement 
embrace 


“a | ) |eprec iation is the loss, 10t 
r current maintenance, which is due 

causing the ultimate 
These 


inadequacy 


tactors weal 


and obsoles« ence 


depreciation is the loss which takes 


a veal 


Depreciation, according to the authorities, 


Is ol » types: “Physical depreciation” 


measured by the physical life of the asset 


1 


and “functional measured by 


depreciation” 
+] | 


life of the asset 


de prec iation” 1S, 


r useful “Functional 


in its turn, divided into two 


‘Carter, Advanced Accounts, at p. 603; 
see, Advanced Accounting, (7th 
Mayer, article cited at footnote 3 

5’ Woods and De Garmo, work cited at foot- 
note 6; Matheson, Depreciatton of Factories and 
Their Valuation; Grant, Principles of Engineer- 
ing Economy; Saliers, Depreciation Principles, 
(Ronald Press, 1939). (Mr. Saliers is a professor 
of accounting at Louisiana State University.) 


Dick- 
Ed.), p. 207 
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subdivisions. These are “replacement de- 


and “obsolescence 


That is all. 


depreciation, no other mutations, no other 
variations are 


preciation” 


No other classes or kinds of 


recognized “Accelerated 
that may mean), 
seems to have given the Treasury 
Department so much concern,” is not even 
mentioned 
name ot 


depreciation” 
which 


(whatever 


Presumably what goes by the 
“accelerated” depreciation is noth 
than “functional” 


whether of the 


ing more depreciation, 
“replacement” variety or 
obsole scence, 


As for “normal” depreciation, or “aver- 
age” depreciation, or depreciation predicated 
on “mortality” 


tables representing the so- 
called 


“normal” or “average” life of various 
reflected in the Bureau’s well- 
Bulletin “F,” only Professor Grant 
discusses the subject and then only to show 
that it is without 


assets as 


known 


a factor to be dismissed 
consideration. 


Professor Grant states that, from the fact 
that “mortality tables” may have proven of 
use to life insurance companies, it does not 
follow that comparable “mortality tables’ 
be used to determine the “life” of an 


The word “life” as used in the ex- 


may 

asset. 
pression “life of an asset” is merely a figure 
of speech. It is not “life” in the sense in which 
the word is employed with regard to human 
beings. An asset has no “life” and it has no 
“mortality.” A “mortality table” 
here employed is without meaning. 


such as 


Estimates of so-called “normal” or ‘ 
age” life of an must of necessity be 
predicated on past experience, and past ex- 
perience, as Professor Grant points out, is 
the poorest kind of a criterion here. The 
reasons tor this are not far to seek. Con- 
ditions in general, political, social, economic 
and otherwise, have been for the 
years in a 


‘aver- 
asset 


past 50 
flux than for 
comparable period of mankind 
Technological developments have been greater 
in degree kind during this past half 
century than were all such developments in 
the entire history of the human race up to 
that time. In many, 
chinery 


greater state of 


any other 


and 


many instances, ma 
and equipment paid for 
had to be discarded because more ef 


hcient equipment suddenly appeared on the 


scarcely 
have 


1 Cf., as an example, Cumberland Glass Manu- 
facturing Company v. U. 8., 5 uste § 1493, 44 
F. (2d) 455 (Ct. Cls., 1930); Mim. 5881, June 14 
1945; Vol. 1 of the current CCH Standard 
Federal Tax Reports, { 219.018. To obtain per 
mission to employ accelerated’’ depreciation, 
the taxpayer, among other things, must prepare 
and file a report with the Bureau 


covering 
no less than 15 separate kinds of data 
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owners of the old equip 
longer able to 


utilize it to compete successfully with others. 


market and the 
ment found themselves no 
Professor Grant points to studies made by 
Business Week magazines, which 
prove conclusively that, in the vast majority 
of cases, machinery and equipment had to 
before the anticipated 
time because of either rapid technological 
developments or multitude 
of othe “Normal” depreciation is 
a distinct misnomer. If anything, it should 
be called depreciation. “Nor 
mal” depreciation, contrary to Bulletin “F” 
and contrary to what the 


and other 


be discarded long 


any one of a 
factors 


“abnormal” 


Bureau seems to 
imagine, is more likely, if anything, to be 


the exception rather than the rule. 


Then, too, “normal” or 


“average” depre- 
ciation is nothing more than a general, over- 
all statistic As little or no 
value in the highly individ 
ualized, problem that 
depreciation presents to each taxpayer. To 
say, for example, that the average Amer 
ican male is 5 feet 8 inches tall does not 
mean that the next American male will be 
5 feet 8 inches tall. On the contrary, the 
probability is that the next American male 
that may will not be 5 feet 8 
inches tall. In all probability, he will be 
taller or shorter. For the 5 feet 8 inch aver 
overt all 
cludes men who may be 


such, it is of 
solution of the 


highly personalized 


one meet 


age is a general, average It in 


as short as 5 feet 
and 


or even shorter 


tall as 6 


men who may be as 
taller. If, on the 


Statistic, a 


treet, o1 
this manufac- 
turer of beds were to determine their length 
on the presupposition that the next male oc- 
cupant would be 5 feet 8 inches tall, that 
manufacturer would find the market for his 
beds sharply truncated. 


even 


basis of general 


Bulle 


attributes a ten-year 


applies to anything else 
example, 


a he Satie 
tin “F,” for 
life span to many kinds of machinery. The 
fact is that only a small percentage of such 
useful life of ten years. 
Professor Grant points out that all too often 
a taxpayer finds himself compelled to dis 
pose of the machine in two or three years 
Other taxpayers, the nature of whose busi 


machines have a 


ness operations does not require too much 
efficiency on the part of their equipment, 
may be able to utilize the selfsame model 
of that machine tor as much as 30, 40 or 
even 50 years. The ten-year “normal” or 
“average” figure can, therefore, mean little. 

The 


enumerated in 


true of many other items 
Bulletin “F.” Automobiles, 
for example, are given a life span of five 
years. It is a matter of common knowledge, 
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Of more importance than the expected 
life of the asset are the events 
“happening during life."’ It is 

only in the light of 

such events at the end of any fiscal 
period that anyone is in any 

wise able to make even a presentable 
estimate of how to 

determine his depreciation charge 


for a given asset for that period. 


however, that find it necessary to 
turn in their automobiles after the lapse of 


two or three years. 


many 


Many others, however, 
have operated their cars for ten or 15 years, 
or even longer 


The physical life of an asset is a relatively 


easy matter to determine. Unfortunately, 
few who find it expedient to use 
an asset until the expiration of its physical 
life. Therefore, phy sical depr« ciation is not 


of very much importance. 


there are 


Functional life 
and functional depreciation (embracing, of 
course, replacement depreciation and ob 
solescence) are of far 
After listing 
able factors that 


greater consequence 


here several of the innumer 
may effect functional de 
preciation from time to time, from place t 
] and from 


piace, 
Grant drops the subject. 


asset to asset, Professor 


Chere can be no set method. There is no 
Each 
each year, 
has no alternative but to estimate deprecia 
ion as best he can on 


fixed way of determining depreciation 
individual, at the conclusion of 


the basis of what 
little information is available to him, little 
and inadequate as such information often is 

Possibly Professor Grant may have been 
taken to task for 
At any rate, he 
subject, in with Professor: 
Norton. footnote 10.) The article 
gives every indication of being an addendum 
to his book. In it, the authors stressed the 
tact that the computation of 
is “fundamentally 


been 
wrote an 
collaboration 

(See 


having so explicit 


article on the 


depreciation 
indeterminate” and that 
one method is neither better nor worse than 
another. 


They what they denomi 
nated as the prevailing “blind spot” on the 
subject; that is to say, “the concentration 
on the prospective 


also st ressed 


date of termination of 
life of the asset to the exclusion of events 


during life.” 
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What is of prime importance here is not the Revenue Acts of 1909, 1913, 1916 and 
so much the expected life of the asset but 1917 contain no reference to the word 
rather the events “happening during life.” ‘“obsolesence” and the Bureau refused to 
It is only in the light of such events at the recognize it as a deductible form of depre 
end of any fiscal period (not at the begin ciation, or otherwise.” The term first ap- 
ning) that anyone is in any wise able to pears in the Revenue Act of 1918 coming 
make even a presentable estimate of how into existence apparently only at the very 
to determine his depreciation charge for a last moment in conference between the 


given asset for that period House Ways and Means Committee and 


the Senate Finance Committee.” And even 


All the other authorities, heretofore cited, 
] 


ae 
‘ had been in- 
agree fully with Messrs. Grant and Norton, 


serted into the statute the Commissioner 


after the word “obsolescence 


although expressing their ideas in different . . fect.” 
. retused to give it retroactive effect! 
language Messrs. Woods and De Garmo, 


like Professor Grant, stress the fact that The fact that the statute may have been 
the predetermination of functional deprecia drafted hurriedly seems to be indicated by 
tion is impossible. Postdetermination is, in its wording: “Depreciation including 


ost cases, only a little less difficult. They . obsolescence ” "This is very much 


in part, as follows like saying, “human beings, mecluding chil 


or} ] } ] dren.” Phe Bureau seemed to be unaware 
Chis complex situation cannot be deter 


4 ' fact that “depreciation” of necessity 
mined exactly. Future conditions cannot 


bsok scence 
lo¢ 


be determined exactly. However, it is nec- 
essary that depreciation be determined as That “obs lescence,”’ as added to the stat 
closely as is reasonably possible.” (Work ute, is an utter superfluity and that, by the 
ited at ytnote 6, at page 90.) same token, the Commissioner erred in 
They “quote at 21 _— F ‘ , holding that it was not embraced by the 
Se HEE EN leoreciation. hinting  S°meric term depreciation,” found in the 
early revenue acts, is made abundantly clear 
by the Supreme Court’s comments The 
Supreme Court noted that the term “con 
notes functional depreciation, as it does in 
accounting and engineering terminology.” 
Expatiating on this topic further, the Su 
preme t explained that obsolescence 


“tor purpnm if tl 


he revenue laws may arise 


the follow 


from 1 the art, shifting of business 
centers, lo f trade, inadequacy, super 
session, yhibitory laws and other things 
which, apart ym physical deterioration, 


t 


operate t Ci plant elements or the plant 


as a whol iffer diminution in value.” 


The Supreme Court’s directive has by no 
means terminated the matter. Undismayed, 
| Bureau continues to. subject the 

: of obsolescence to 
Che Bureau insists 
rove what 1s usually 


mcon- demands that it be “defi 


been obsolescence desired 
resulting in considerable confusion 
er 


1 of disputes. For example, » not enough, the Bureau in Bulletin 


taxpayer was sustained.” As if this 


I 


Inconsistencies,’’ as here employed, is, of ‘41 Yale Law Journal 473; Mertens, work 
course, not the same as the ostensible ‘‘incon- cited at preceding footnote 
sistencies mentioned earlier in this paper = Real Estate-Land Title and Trust Company 
’Cf. Mayer, article cited at footnote 3, at v. U. 8., 40-1 ustc § 9184, 309 U. S. 13 
p. 167. Burnet v. Niagara Falls Brewing Company, 
2G. C. M. 11692, XII-1 CB 45: L. O. 862 ustc { 674, 282 U. S. 648 (1931); Grant, work 
1 CB 127, modifying L. O. 524; L. O. 862, 1 CB cited at footnote 15: Woods and De Garmo, 
127; modifying L. O. 425, S. M. 735, S. M. 797 work cited at footnote 6 
and S. M. 872; A. R. R. 963, I-1 CB 161. *4* Regs. 111, Sec. 29.23(1)-6 
’Loewers Grambrinus Brewery Company v 
Anderson, 282 U. S. 635: Mertens, Law of Fed 
erul Income Taxation, Vol. 4, Sec. 23.103, p. 130 
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attempts to distinguish between what that the accounting method 
captions ° ial” and “extraordinary” or not clearly reflect income, 


‘special” obsolescence, between obsolescence missioner is given authority 


foreseeable and obsoles- computation in accordance with 


ards as unforeseeable. Th of accounting as in hi 


determine, ofte n reflect the income. 


id s Ss ’ 
tly | — . 3818, 1946-2 CI 
ally 1S . 
-ategorically 
” Only at his peril 1 re 
depreciation are 


to be clairvoyant. The 7 ( 
3 he Commissioner, 
%k the fact that, ; Py P 


supp 


is quite easy 


regard, 


ces are 


prov 


nsome 
too many 


tax 


Bulletin 


} 
statistic: 
ag . ‘ther occasion 


Kx reriment 
a J =. bent is question, 
ollege. These 
termination of : : ‘ 
| ul { Yas not an 


of a number 


an accounting objec 
man 

any yt n show that condition 
quacies . j ‘ 


aepreciation 


l life of 


must ask 
the Com- 


much 
(pertaining 
Section 41 of 
iat income, for! 
computed in 

t accounting 


In the event missioner’s authority rap 


Sonderman “Consumption of Fixed *U. 8. Industrial Alcohol Company, 
Assets,’"" TAXES—The Tax Magazine, July, 1946 footnote 11 
p. 616 *% American Refrigerator Transit Company, 
Landman irticle cited in text, at p. § CCH Dec. 4644, 31 BTA 465 (1931) 
Grant, work cited at footnote 15 ’Seghers, article cited at footnote 3 
Regs. 111, Sec. 41.2 31 Cumberland Glass Manufacturing Company 
v. U. 8., cited at footnote 16 
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Depreciation, says the author, is 
not a fact susceptible 


of proof. Unlike a fact, it can 


neither be proved nor 


disproved. It is at best a guess— 


a conjecture—an estimate— 
a hypothesis. 


npt to employ a 

1 excess of that per 
* he must anticipate 
resistance on the ground that 
l” his depreciation without 
Commissioner. He 

he onus (which 

ly burdensome) 

by proving what is 

nprovable, a tact, incidentally, 
vy overlooked And if he ap- 
redress, he can have 

with 
| 


any better, 


all else, 
he time and 


the lawsuit 


learly demonstrating 


Snuth Here 
acc ele rated 
taxpayel 
“difficult 


any 
gen 
conjecture,” that depré cia 
rroblem for the very reason 
it can be proved. If it were 
would be no problem to 


here would be no case to 


depreciation is not a 
of. Unlike a fact, it 


rr disproved. It is 


conjecture an estimate 


Burnet Niagara Falls 
ited at footnote 23 


>W. B. Davis & Son, Inc., CCH Dec. 14,872 


5 TC 1195: Wier Long Leaf Lumber Company, 
Estate of Clarence 


‘CH Dec. 16,157, 9 TC 990 
Eaton, CCH Dec. 16,392, 10 TC 869; Wood 
‘otton Mills, CCH Dec. 4313, 13 BTA 266 
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srewing Company, 


‘2, 


Moreover, in Burnet v. Niagara Falls Brew- 
ing Company™ (to be discussed presently), 
the Supreme Court, Second 

decision of the 
Board of Tax Appeals in a comparable 
situation and had instructed the Board that 


¢ 


athrming the 


Circuit, had reversed the 


1e proot required of a taxpayer to sustain 
his depreciation was not the same as the 
proof, either in degree or kind, required to 


support a fact 


Mr. Thomas M. Wilkins, in a lecture at 
New York f 


deliver 


University,” felt constrained to 
critical of the Tax 
Court’s holding in the Donald V. Smith case 
In the light of the fact that the Tax Court 
had found accelerated depreciation actually 
to have taken place, there 


prevent the 


remarks highly 


was nothing to 


court from making some est} 
under the Bureau’s 


Said Mr. Wilkins: 

‘It seems that the Tax Court should have 
made kind of a guess following Cohan 
(2d) 540, 543, 544. The 


would seem to be one of those 


mate ot its wn even 


restrictive regulations. 


some 
v. Comm., 39 F 
Smuth case 
cases in which absolute certainty is impos 
that the Tax 


close an ap 


and 


sible and unnecessary 


1 } 


Court should have 


made as 
proximation as it could notwithstanding the 
inexactitude which might 


making. Tl 


taxpayer's have 
ne allowance ror 
should 


proved even to a 


been of his own 
depreciation is at best a guess It 


not be necessary to be 


reasonable certainty.” 
Of course, while all this critical comment 


may make interesting reading for profes 


sional tax men, it is of little consolation to 
incurred 


expense. 


the taxpayer who may well have 


11 
Vain no small amount ol 


What makes the 


more difficult of comprehension is 


Bureau’s approach even 
the strange 
fact d he Bureau 
little 
mendations. The 


seems to have paid 


heed to the Supreme Court’s recom- 
Bureau seems to overlook 
that, after all, the 


or should be the 


he fact Supreme Court 


final arbiter here. Cases 


involving the issue have not frequently been 


presented to the Supreme Court for its ad 


judication. On the few occasions, however, 


when this has occurred, the Supreme Court 


has unfailingly pport the views of lay 


students of the Since, to mention 


but one thing, students can find no 


place for “accelerated depreciation,” the 
surnet v. Niagara 
cited at footnote 23 
*CCH Dec. 15,808(M), 6 TCM 548 
%U. 8. Industrial Alcohol Company, cited at 
footnote 11 
* Cited at footnote 23 


7 Article cited at footnote 4 


Falls Brewing Company, 





that the formula 
concept of “acce lerated de precia- 
tion” by the 


conclusion is ines« apable 
tion of the 
without 


Bureau is warrant or 


need 


“Accelerated 


ie accepta ity a criterion oO! 


depreciation” presupposes 
tl “normal” 


© aVCTat 


‘normal” de 


lation “Average” o1 


however, is inade 


quate, if not actually Consequently, 


any concept bottomed on it is like a house 


of cards built on a house of cards and must 


also be inadequate 


acCCe 


irchs 
celera 
preciation 


“accelera 


celerated 
aepie 


ases oO! | 


accordance with the eve 
peri d o the extent tl 


determinable and admit of 
are situ 


ly 


advance 


accord ndhewmey 
Illinots Be hone Con ry, above, 


defining 


atte! 


manner hereto 


yr} 
ghnes, 


fore quoted, Justice 


tor the ( 


Spe ak ing 


observed that in computing 


‘ , 
depreciatior actual 


experience is 
more on ing than tabulations 


mates furthet 


with realities at no avail.” 


; 


The case was not an income tax 


of course did not involve Bulletin 
Chiet 


by “elaborat« 
ly 


Justice made 


calc meant spe 
( ifical 


as tha 


presumes t an aver: or a 
be generally applied. Mz 
continued his elucidation as 
169-170) 


The S¢ 


preciation) ar¢ 


norm 


Hugl 


Justice 


follows 


calculations (of 
mathematical 


clusions underlying are essentially 


matters of opinion proceed from 


studies of the behayior f large 


groups ot 


items. These studies are beset with a host 


of perplexing problems. Their determina- 


* Burnet 1 
cited at footnote 23 


692 September, 


Niagara Falls Brewing Company, 


The only essential difference 
be!ween depreciation and depletion 
is that in the case of depreciation 
the amount of consumption 

is not severable and, therefore, not 


readily determinable. 


mn involves the 


1% 1 
able elements 


rt 


purp 
matter is 
subjected to 
with 
lelephone Co 
Hug! 


Paraphrasing, language 
i 

used by the 
Mr. Justice 


(at pages 170 


“(T]he 


in 1ts bri I, 


proceed 


pre dicting the 
be an 


different cause: 


impairme 


perati 


ferent times wi respect to differ 
ultimate 


ht. 
I liinots Telephon 
] 


Supreme C 


yperty pro 


1 
endered attetr 


taken the Board o 


expecting too much 


c stablish obso 


1 the 


evidence show 


tioner’s assets u g th \ 
| 
i 


, 
ils proceeding a great decline 


I experiences 
legislation, yet 


during 


on account of prohibition 


I 
they were 


continued in us¢ succeed 


ing vears.” 


It is believe that the Board 


f Tax Appeals could have 


difficult to 


erred so patently 
rr, under its holding, either “obsolescence” 


synonymous with “abandonment” or else 
Board of 
to fall 


equilur 


[ax Appeals permitted itself 


into a glaring and obvious non 


Che Supreme Court, affirming t 
Board o 
was quick to single out t 


Supreme Court 


Circuit’s reversal of the f Tax Ap 
is defect 


laid emphasis on the 


he Second 
h 


peals, 


TAXES —The Tax Magazine 





can be brought about 
number ol 


at obsolescence 
factors that, 
hardly be 
require oi 


a Val iable 
Wilkins 


bette: a 


notes,” it can 


To 


than a 


guess 
“reasonable 
unjust 


taxpayel 
and 
Wilkins 
e Niagara case dealt 
ly, “the 


unrealistic 


tion, M1 


, 1 j 
that while th 


ximation” is 


connes? observes, 


solescence on 


principke is 


applicable to exhaustion, wear and 


unquestionably on firm 


computing 
justincation tor 
as betwee any 


Pro 


o quote from 


obs¢ lescence 
depreciation ) 


rt be 


tore 


ntable reason, 


yurt in t years has lost sight ot 


i 
] 


*s directive and has begun 


iprem«e 


taxpayer almost 
reau.” Common 


seem to 


yuld 
lI becomes the 
the number of 


renan 


rountal 


Supreme 
a remarkable in 
surpassing in some 
the protessors 
government in 
sssible methods of 


The 


or these 


Supreme 


methods with 


a gradual 
Che 


reciati depletion 


n asset over time 
i 
i 


mnar 
ry 1rd aC 


‘f mines which reduc 


“represents the 
the mineral content of the 
the product is taken.” 


reserves 


Burnet v. Niagara 
footnote 23 
footnote 15, at p. 53 


d at footnote 4 
Brewing Company, cited at 
Work cited at 


Falls 
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In other words, the only essential differ- 
ence between depreciation and depletion is 
that in the case of depreciation the amount 
of consumption is not severable and, 
not determinable. In the 
of depletion, the amount consumed is sever- 
able and, therefore, unlike 
relatively easy to calculate 


tact that the 
be predetermined, it 
that the depreciation 


predetermined either 


there- 
fore, readily case 
depreciation, 
the 
cannot 
follow 
cannot be 
Only at the end of 
the fiscal period—not at the beginning 


In view of 
extent of depletion 
must inevitably 


extent ot 


can 
the 
not 


1 al 
i the tacts 


any estimate of depreciation, worthy of 
ven th it 1s 


For, 


impact on depreciation 


name, be made, and 


infrequently possible l 
that 


have 


until a 
may have any 
there 1s nothing 


ourt 


actually 
by hich to said 
‘The reset 


‘I he 


is likened to the 


recognized as wasting 


assets 


pletion effected by operation 


using up of raw material 


in making the product of a 
establishment As the 
terial must I 


before 1 incom 1 be 


manutacturing 


cost of the raw ma- 


trom the gross in- 


come 


determined, 


depreciation, depletion 


iventory are really dil 


same concept or idea 


what we have, in effect, 


, | 
he using up of an asset in the process 


producti In one case the using up is 


not In 
up is completed 


pe! od ot 


severable; i ‘ther case, it is 
within 
time In the 
allocated, 


- J 
several fiscal 


the using up has to be 
or spread ovet 


Otherwise, there is essentially no 


1 


Just as depletion or th of 


raw material may vary from place to place, 


from time to time and from individual to 


individual, depending on the extent of pro 


duction, manutacturing efhciency, and many 


rs; so with depreciation lo ex 


payer to determine the amount 


j } J 
é renand or to attempt to 


chand the amount of depr: 


some mathematical formula, 


rr complex, is no more pos 


or feasible than to attempt to determine 


extent of depletion or the extent of the 


yf raw materials forehand. To para 


phrase Dr. Saliers, it simply “cannot be 
Not until the 


and all the 


rorecast fiscal year has come 


to an end relevant factors are 


acer CCH 


CCH 


Coptfyer Lithograph Corporation, 
Dec. 16,954, 12 TC 728; Harry 
Dec. 17,137, 13 TC 221 


12 [ S. v. Ludey, 


She ren, 


i 1 vst 234, 274 U. S 


Or 
< > aJ0 
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known or to some degree ascertainable can 
any such attempt be justified. Even then, 


it can hardly be more than an estimate, the 


accuracy of which can s¢ ldom be established 


by what goes by the name of 


It is imperative that all and sundry under- 
stand that we are dealing with a matter that 
hardly ever admits of demonstration by any 
logical process. No one, in most cases, can 
prove that depreciation has accelerated, de- 
celerated, or remained stationary, or that 
obsolescence has or has not set _ or that, 
in one instance, the rate of obsolescence is 
greater or less than in another instance. All 
that can be is that one has made an 

“estimate’) which in 


the given set of facts may be 


deemed acceptable even though in all prob 
ability that “ i te’”’ may be inaccurate 


Beyond that, hing more should be re- 


! 
quired or expected; indeed, beyond that 


nothing can be shown to have any validity 


With regard to changing from one method 
of depreciation to another, the Commissioner 
seems to have chosen as his special target 
that of declining-balance, possibly for the 
reason that the method seems to be the ons 
which taxpayers most frequently desire to 
substitute for any other method that they 
may be using. The reason for the increas- 
ing interest of taxpayers in the declining 
balance method is not far to seek. In many 
respects, this interest is comparable to 
increased interest in LIFO (last in first 
method of computing closing inventor 
distinguished from FIFO (first in first 


method of computing inventory 


*” Miss Martha 


Greenheld pointed out that, in an era of 


‘ Ail i ia 
rising prices, the FIFO method of comput 


ing closing inventory results, in effect 


tf, ina 


1 
In an illuminating 


tax imposed on paper profits and this can 
be overcome, at least to a degree, only by 
using LIFO instead. Taxpayers are appar 
ently becoming increasingly aware of the 
fact that Miss Greenfield’s observations 
(with certain adjustments, of coursé 

with equal force to depreciation 

to say, in an era of rising prices 

of a method of depre« iation, othe: 
declining-balancs method, may mean 


on paper pronts 


Another factor here is the present arma 
ment program tied in, as it is, with an inte 
national situation unstable in the extreme 
In the lig of all this, the entrepreneur is 


understandably reluctant t < his capital 


“*‘LIFO for the Department Store,’’ TAXES 
—The Tax Magazine, May, 1949, p. 407 


unless he can be assured of a fairly 
recovery of it. Should the itern 
situation become aggravated and the 
ment program proceed apace, there 
distinct possibility that the armed servic 
will demand more ef 
it may become necessary for many 
tacturers, if they are to continue 
competitive, to junk their machinery 
equipment long before the expiration 


their anticipated useful 


ic 
them by the newer, 


On the other hand, 
tensions subside and shot armament 
quirements, in consequence, be reduced, 
quite conceivably, many entrepreneurs 
find themselves with vast amounts 
machinery and equipment on their 
Or course, percentagewise, most ¢ 
neurs have not received a government 
tract. Few will dispute the tact, | 
that the impact of the armament 
on the economy is tremendous 
enterprises are affected by 
another in varying degrees t 


of fixed divisions of a 


The case for the 
balance method ot 
out the aid of 
program as a fact 
marized in an art 
George D. Bailey r. Bailey, 
plaining that too n uncertainties 
yostwar era exist to enable the entre] 
o adopt anything but a short view of 


es a number 


follows 


take ( 


demand tor tl 
have been amortized 
immediate heavy and perhaps n« 
tive demand. Another company may 
built a store in a high risk location 
belief that the imme 

ood as to offset 

rt time 


highly competi locations 


ire economic risk was high but tl 
term prospects good. Another mi: 
made a substantial expansion in 
o get the immediate 


ompetitive posi 
may be i normal 
ce nce | 
wit rel 

* Journal of Accountancy, November 

p. 376; Cf., Finney and Miller, Principles 
Accounting termediate (4th Ed.), p. 446 
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In that event, 


. 





type, location, 


are the ar the 
method 
a marked impression on 
industrial 
levelopment cannot, of course, be compared 
ith that of the United States. 


income 


guments ¢ 
» declininge-halan 

tne deciining-Dalance 

made 

e Dominion of Canada whose 

Prior to 

Canada did not 

he declining-balance method of 

at all. In , Canada’s entire 
tall. In 1948 ¢ 1 t 


revamped, and the 


1 
tax laws ol 


thod of depreciation 
45 
In 


adoption 


11 
all purposes 
cases, the 


iS Inan- 


qual! 
taxpayer 
balanc i 
| cent re 
1946, in spite 
} 
i 


.* 


Under Straight 
Line Method 
S$ 900.00 
900.00 
900.00 
900.00 
90000 
900. OO 


YOU .U0 


$6. 300.00 


of the 
Secs 


Income 

l 1100(1) (a) 

too, CCH Canadian Tax 

151 and following 

l Depreciation of Capital 

in the Coal Mines,’’ TAxEs—The Taz 
August, 1951, p 


I 


see 


Goods in 
Magazine, 


674 


Methods of Depreciation 


by the 
formula is 


application of the declining-balance 
28.03 per cent. The equivalent 
straight line rate is 14.286 per cent. Under 
the Commissioner’s 150 per cent limitation, 
the taxpayer would be limited to a rate one 
and a half as large as 14.286 pet 
21.429 per cent. 
of the 21.429 per 


ot the 


cent, or 
However, the application 


cent rate extends the life 
the 1 


be yond period, 
agreed 


asset seven-vyeal 


Since one of the 
was that the 
years, we have an obvious self-contradiction 
and a manifest arbitrary delimitation, as the 


table below all too clearly shows 


major premises 


estimated life was only seven 


Strange as the 150 per cent delimitation 


may be, what makes it even stranger is that 
formulated in contravention of the 
the courts to 
Commissioner to circumscribe its 
fixed standard.® 


it was 


prio1 refusal of 


onsistent 
Unfortunately, 


it appear at that time any par- 
delving deeply into 
the consequence that we 
to determine with any degree 


court’s the 


more 


rationale in 


forth with re 
lelimitation ap 


| not with greater torce 


t limitation; namely, that if 


to the 


+} 


declining 
the 


his 


balance metl Bureau 


assets 


demands th: ! o for all 


restri inrealistic than 


furniture in it 


is but one 
be multiplied 


ley do 


trom 


Under Declining 
Balance Method 
with 150 Per Cent 
Limitation 
$1,500.03 
1,412.12 1,178.59 
1,016.31 976.03 
731.43 727.59 
526.42 571.67 
378.86 449.17 


> 76 352.92 


2IL.4 


Under Declining 
Balance Method 


$1.962.10 


$6.300.00 $5,706.00 


“Cf for 
footnote 3 

* Albia Bor € 
1725, 4 BTA 1184 
Company, CCH Dec 


example, Mayer, article cited at 
Dec 
Manufacturing 


(1927) 


Paper Company, CCH 
(1926): Good 
2511, 7 BTA 


"YP 
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1 
asset, such a 


asset to 
hardly be 
lake, a> an 
Roebus k 
ments not 
but all ove 


could 
sound trom any view. 
example, the firm of Sears, 
& Company, which has establish 
only all over the United States 
the world as well. Clearly, the 
conditions that pertain to one store located 
in one locality can hardly be 
conditions sur1 ling another store in an 
different locality. 
pelling the 


delimitation 
point ol 


1 
analogous to 
oun‘ 


entirely The factors im 


adoption of a particular method 
can hardly be regarded as fac- 
1 


( 


eterminative of the 


to be 


proper method 

used elsewhere 
recommended that the 
imself of all beclogging 

and begin 


practk al 


Commiusst 


adopting a 
view 


incrustations afresh, 


simple and elastic 

The 
requirement should be 
limbo of the 


point ot 
enough to cover all 
90-day 


contingencies 
permission 


consigned to the needless 


along with all such other accoutrements as 
the 150 per cent 


limitation, “accelerated” 


depreciation, “abnormal” obsolescence, 


“ eXx- 
like. 


they 


traordinary’ and the 


At be st, 


obs« yles« erm c, 


serve only to confound 


hey 
are superfluous 
Each taxpayer should be permitted, from 


time to and trom 
method of 


time asset to asset, to 


computing deprecia- 


adopt any 

tion that he may choose, whether embraced 
by Bulletin “F” or not, subject only to two 
first, that he 


base, 


conditions consistently apply 


properly adjusted, of course; 
and second, that whatever method or methods 


he thus employs be 


the same 


one that has obtained 
Beyond that, the 
Commissioner no con- 


substantial recognition 


matter need give the 


cern except the raising ot 


such safeguards 


as May appcal! 


et 
to prevent abuse 


necessary 


trom time to time 


Similarly, the 
permitted to 


also be 
life of his 
several assets in any way that appears rea- 
sonable. In this regard, Bulletin “F” should 


serve only as an aid to taxpayers who for 


taxpayer should 
estimate the useful 


one reason or another are unable or do not 
have the means to make the determination 
in any that the 
estimate or 
may conceivably be in- 
accurate should, without more, 
The 
disturb the 
that it has 
estimate is capricious or was not made in 
good faith. It should never be forgotten 
that accuracy is, in most cases, out of the 


other way. The mere fact 


Bureau may disagree with the 


that the estimate 


seftve as no 
should not seek to 
except in the 
grounds for 


criterion Bureau 


estimate event 


believing that the 


* According to CCH ‘Taxes on Parade,’’ No. 


16, April 1, 1953, as of June 30, 1952, there were 
on the Tax Court calendar some 11,487 cases 
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question and that the 


estimate at best 


hardly be more than a guess. 


It is always to be 


remembered that we 


not dealing with 
, be it 


there 


tacts susceptible o! 
noted, of disproof lf we 
would be 
with and there seldom woul 
issue to present to the TI 


were, 


no problem here to 
| 


begin be an 


courts le ques 
a prob- 


lem because and only because there is no 
provable way of establishing the 


tion of determining depreciation is 


soundness 
(or the unsoundness) of any method, be it 


the Bureau’s, the taxpayer’s or that of any 


else In 


one most situations, we can no 


more prove the accuracy of a given method 
or a given 


estimate 


eful life than we 


can disprove it. In most situations, 
is impossible to demonstrate that 
approach ora 


be tter or 


given point of view 1S any 
than any other. We 
with estimates and conjectures 


repeate d, 


any worse 
are de aling 


here, be it 


and not with demon 


strable conclusions which neither the Bureau 
nor the taxpayer can either prove or dis 
prove. To expect the taxpayer to prove the 


I 


validity of an estimate or of a method of 
computation 1s In most instances to expect 
the impossible It simply 


and to demand of the 


cannot be done: 
taxpayel! 
question 
It is submitted 
mended can be 


that the 
adopted by 
without any 
revenue laws and that 


recom(- 
Commis 
sionet change in the existing 
everything is to be 
such 


anything, against it 


said in favor of a course and little, if 
It will simplify matters 
both the 

the Bureau. It will 
in the cost of the administration of the tax 
laws and enable the 


will 
litigation involving 


immeasurably for taxpayer and 


result in a reduction 
Bureau to increase its 


efficiency. It eliminate 


much of the 
the matter and thus re- 
duce the burden of the 


it is eminently fair 


courts.” In short, 


and eminently practical, 


and as close a realization of 


exactitude as 
anything else. 

The only possible objection to the course 
herein recommended is that it may 


Obviously, 


result 


in a loss of revenue however, 


a taxpayer who takes a 


larger deduction 
for ‘depreciation in one year 


be obliged to take 


will perforce 
a smaller deduction in a 
succeeding That, therefore, the gov 


will in the 


year. 
ernment long run lose any 
greatly to be doubted. Even so, 
little might be lost will be 
many times over by the numerous 


(Continued on page 715) 


rev- 
enue 1S 


what 
offset 


revenue 


yet to be disposed of. What is more, during 
the last half of 1952, the calendar grew by some 
4,000 cases 
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Segregation from Other Funds Is 
an Important Factor in Qualifying 


Receipts as Deposits 


Reserves and Deposits 
By JOHN C. BRUTON, Attorney, Columbia, South Carolina 


Bk CREATION 


iV, is ana 


The distinction between a loss and an ex 
pense may t 


» ephemeral and has been described 


wa “‘t uous”’ (Mertens, Law of Federal 


Where 


Income fi ) Vol . te 28.37.) 
to whether the deduction 


s7 
there 

the safest course is to 

lv, under both cate 

Son, Inc., CCH Dec 


ision, when viewed subjectively, has 
been characterized as one of unbelievable 
(Montgomery ral Income Taa 
Handbook, (1937 Ed.) p. 97.) The lower federal 
attempted to carve 
out exceptions. For example, in Greenwald % 
U. 8 144-2 ws! © 9501, 57 F. Supp. 569, the 
Court of Claims held that the doctrine was in 
applicable to payment made because of an 
innocent mistake of fact This decision was 
overruled in U. 8. v. Lewis, 51-1 ustc {§ 9211, 
340 U. S. 590, but, under the principle of the 
Greenwald decision, the doctrine of the North 
American Oil Consolidated case has been held 
by the Court of Claims to be inapplicable to 
bonuses based on government contracts which 
were renegotiated downward. (Gargaro v. U. 8 
19-2 ustc § 9451, 86 F. Supp. 840 (Ct. Cls.).) 
In Knight Newspapers, Inc. v. Commissioner, 
UST § 9417, 143 F. (2d) 1007 (CCA-6), it 


harshness.’ Gene 


courts have, in some cases 


, 


Reserves and Deposits 


administratively 
second place, the 
r reserves of any 
basic fiscal principles 
ic decisions by 
United States. 
Consolidated v 
held (a) that income received 
ight and without restriction 
taxable income when 
if it later had to 
was entitled to a 
repayment.’ 
Company," it 
t for losses in 
income in 
an offset to 
other words, the 


he years incurred 


taxable 


vas not 


amount of stock in 


nother corporation. The 
directors of the 


other corporation declared a 
dividend for the year 1939, which dividend was 
credited to the taxpayer on the books of the 
declarant corporation by crediting the dividend 
against a debt of the taxpayer to the declarant 
corporation Subsequently it was found that 
the taxpayer was a Personal Holding Com- 
pany’ during the period for which the dividend 
was declared and, also, it was found that the 
dividend was in violation of a restrictive cov- 
enant between the corporation and the holders 
of its preferred stock concerning dividends to be 
paid to its common stockholders. The dividend 
was thereupon rescinded. The court, with great 
difficulty, decided that the rule of the North 
American Oil Consolidated case was not appli- 
cable since the payment was made as a con- 
structive trust However, in St. Regis Paper 
Company v. Higgins, 46-2 usre 97 9383, 157 F 
(2d) 884, the Second Circuit Court of Appeals 
held that a dividend, declared and paid in vio- 
lation of a bond indenture, and later rescinded 
and repaid, nevertheless, was taxable income 
to the stockholders The court stated that it 
disagreed with the Sixth Circuit decision in the 
Knight Newspapers case The Ninth Circuit 
Court of Appeals has recently held in accord 
with the St. Regis Paper Company case in U. 8 
v. Lesoine, 53-1 ustc { 9273 (CA-9) 


+2 ustc § 636, 282 U. S. 359 
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and the in the year it 


judgment was income 


was obtained. The Court said 

“All le revenue 
enacted since the 
Amen 


tax on the basis of annual returns showing 


acts which have been 


adoption of the Sixteenth 


dment have uniformly assessed the 
the n ilt of all the taxpayer’s trans- 


t 


the repayment of 
under a 
the North American Oil C 


1 
would 


me received 


princi- 


undermine the 


Such income is tax- 


‘ 1 


, , 
is deductipie 


re- 


iculat 
ar paymel 
mcome, wi 


oblem 


appre 
of timidity 


provisions in 


. 
ie’ authorizi1 


(except 


reserve } 


authorizing the 
bad 


receipts as 


creation 


debts”) 


reserve fot 


izing particular 


Reserves 


Sections 41 Code seem to 
authorize the creation ra 


reserve whicl 


iS a necessary 


method 


reaturée to an 


reflects the 


accounting 


which income of 


true 

5 Accounting 
profit which is, taxwise, 
profit on installment 
payments on the 
pleted long-term 


recognition must be 
unrealized 
sales contracts, deferred 
sale of real estate, uncom- 
contracts, etc Where such 
unrealized deferred profit is represented by a 
reserve, such ‘‘reserves’’ may be said to be 
authorized by -he Code 


698 


given to 
such as 


September, 1953 ®@ 


name 
flects 


Reserves 


ret 


ttle 


payer of $100,Q00 


American Oil case, 


$522,895.11 was income 
the taxpayer in 193 


1 , 
reserve had been 


pending appeal 


Lucas v. American 
§ 483, 280 U. S. 445 
Blattmachr and Warren, ‘Accounting Meth 
ods."’ Fundamentals of Federal Taxation (Rev 
1946 Ed.) 
§ 40-2 us 23, 112 F 


Code Company, Ine 


(2d) 648 (CCA-9) 
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ble serves set up by a seller in anticipation of 


be one cash discounts on accounts receivable.” No 


income when ne knows whether the cash discounts will 


available to the purchaser until the ac 
s receivable are paid, or until the time 


f 
discounts has expired. 
Company 7% Commits 


anticipated shortages 


pped under a 
liability of the 


d to be non- 


in the examination 
may not deduct an 


reserve to pro\ de for 


event claims are 
is required 

the reserve 
bank deposit 

r permitting its 
the tund is 
deductible so 


; wi] “a 1 } ‘ s, U ren iabilities 
ome li ‘ , 


whic! tl I 1 created are not 
CasCs ’ ' 


receipt of tax- 


the element of 


expense 1S 
income reé 
example, 


is final; 


ractor ade 


is the work 
uture years depends en- 
tractor himself In any 
amount received on the 


‘undable to the munici 


reserves, we have 
e situation where payment has been made 


tar ¢ 


ich is for future services 
1 BTA 932 withheld by the city to insure proper 


repairs 
CCH Dec. 1019 is not taxable 


income, (Commissioner v, Cleve 

lt Company, CCH land Trinidad Paving Company (Ohio), 3 uste« 

Paving Company * 1006, 62 F. (2d) 85: B. F.. Patterson, CCH Dec 
Thomas (Cronin 6403, 21 BTA 8.) 


rc § 147: 9 F. (2d) Shapleigh Hardware Company v. U . 36-1 
Lewellyn, 1 ustc { 430 stc § 9124, 81 F. (2d) 697 (CCA-8); Eder 
The same is true of a } n Stein Company, CCH Dec. 788, 2 BTA 
Roosing Company, 71 I. Stewart & Company, CCH Dec. 815 
a heating venti ‘ ‘A 737: Jackson Casket & Manufacturing 
la 12 t Sholl Company, CCH Company, CCH Dec. 2750, 7 BTA 1190: Landes 
Dec > - STA , neon display signs man-Hirschheimer Company, CCH Dec. 4802 
(Hamlin nm oW ompany, Inc., CCH Det 15 BTA 64: American Cigar Company, CCH 
12 903-B. 1” 126 Originally, it was held Dec. 6508, 21 BTA 464: Albert C. Becken, Jr 
that where city withheld a portion of the CCH Dec. 14.689. 5 TC 498 
contract ( 7 ‘ad of requiring the con 43-1 ust © 9496 126 F (2d) 410 (CCA-5) 
e reserve to secure proper . e » 5 
intenance, the amount retained se ~—ns Mtle & rrust pg pope “ Comemse- 
rued income to the con teenl sa-} soe 9264, 195 F (20) ee er 
Bi mstruction Company, CCH Alston, CCH Dec. 1738, 4 BTA 1159 
Dex 16! d 38 lis rule was reversed Oppenhermer, CCH Dec. 5250, 16 BTA 993 
howevel! j 1 v held that any amount ‘O. D. 1047, 6 CB 120 


y 
no > . 


8 
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Or 


Here, 


is concerned, we have a 


activities as far as the cash-basis 


taxpayer Situation 


quite comparable to receipts which may have 
to be refunded Where, 
accrual 


is not 


however, the tax 
the that 
earned must be con- 


payer is on an basis, fact 


the incomes 
sidered If 


income 


yet 
the accrual method of reporting 
the 

definitely 
to be 


should not 


is based on taxation of 


the 
earned by services 
be The 
ever, does not consider that an 
ly based 


and, aC 


income 
as earned, then 
the 


or! 


proportion of 


in future 


Ome 
activities reported 
Bureau, how 
accrual of 
the 


cording 


18 necessat 


on 
tact ti 
] 


it income is earned, 


reserves set up | an accrual- 


basis taxpayer to cover services of 


to be performed in the f 


allowed 


Ta 


Vas a 


uture, 
aking, not 
In 

taxpayer 
by 
Corporation, sold cot 


ste Each book 


ms entitling the 


spe 


VM itor 


for ( 


uth ma 


hevrolet cars 
Motors 


books to his 


de ale! 


and, agreement with General 
; Ipon 


customers contained a number 

to h: 

yricated 

kept h books 

a “manual of accounting 

pres ribed by General Motors and reported 
+} 


t} he coupon 


nase! 


lul 


pur 


bile al d 


serviced 
) 
Petitioner 


+} 


in 
Tuture 


1S 


in 


come from the sale Tt 


ly that ceeds there 


part of the pri 
, 


resented bv actua p by 
ly 


auring 


services 


balance 
books 


] } 
received the 


proceeds irom ipon books 


etre 


with no re 


The said 


“When petitioner 1e inst 
and w for ; ipon | 


‘ 


se funds 


court 


ant ci 


as paid 00k uni 
lateral ce 
right 


absolute 


an 


mitrac petitioner s 


] 


thereunder proceeds 


It 


tractual or otherwise, as to their disposition, 


to use 


the 
no 


was 


was under restriction, con 


use, or enjoyment. The possibility of being 
% See Reiling, 

Tax Accounting,"’ 

December, 1952, p 


700 


‘Practical Legal 
TAXES—The Tax 
1028 


Aspects of 
Magazine, 


September, 1953 


The prepayment of subscriptions to 
magazines and periodicals may, under 
certain circumstances, be 


reported by the publisher as income 
in the year earned. 


| + 


’ 
required tO 


make retunds In 
constitutes 
Helvering, supra Refunds 
Dade Farms, Inc. vs. ( 


Petitioner did 


no such restriction. 


were 


mmiss~oner, 


not maintain a 


for these proceeds; they were kept in pet 
tioner’s general bank account. ~ 


ceeds loaned to 


in 
983): 


were not 
petitioner contends 
66... 36-E 2 & 


Summut 


citing 


they were no 


aeposited with petitioner fof! safekeeping; 


they were not security for the perfor 


mance 


by the customer of any term of tl 


nor were they held petit 


express of resulting trust 


petitioner has been on an 


of accounting tor many years, inciudt 


taxable years in question, is not controlling.” 


The 


Zines 


prepayment ot 


subs¢ rij 
and periodi 
be 


the 


subscription 


circumstances, 


as 


income 
1940, 


whether 


in 


prepayments, 


the taxpayer w 


is 


an accrual basis, wer 


to be taxable income 


lowever, In 


Bureau, | 


Y method 
1940-1 CB 46, 


question as follows 


‘Advice 1s requested reg 


method to be used by publishers « 


who keep 


the 


and deductions with 


‘als their accounts an 


returns on accrual basis 


income 
paid subscriptions wher« 
period extends beyond the 


l taxable 
which the 


subscription income 


IS receive d 
pe here 


publishers 


are two methods 


with 1 such 
By the first method, the publisher 1 


report 


espect to 


all of the income received from prepaid 
scriptions, 


sub 


which cover 
the taxable year, 
of the income. 


the publisher 


extending 
the 
the 


an 


periods 


beyond for 


By 


reports 


year of! 
receipt 
method, 


1 
second 


aliquot 
© CCH Dec. 13,789, 3 TC 411 : 
1G. C. M. 20021, 1938-1 CB 157 
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subscription income for each 


subscription period 


ld that where a publisher of peri 


ver a period of years, followed 


consistently eithe the two methods out- 


1 : 
lined above, hie 


may continue to file his 


returns on such 


basis, he y ré 


and 


basis, 
years will not 


ed on such 


basis. How 


publisher 1 he 


second 


porting subscri income, all 


expenses incurres ar in whicl 


the subscriptions are obtained, which are 


ble to the obtaining tf the 


subscriptions 


subscrip 
hemselves, 


sub 


ay Le re 
vith reasonable 
, 


al expe 
that pro 


rience 


a general agent 
deter 


S upon 


insurance companies 


received prepayment would 


established a reservy 


repayment 


taxpayel 


’ National Air Lines, Inc., CCH Dec. 15,940, 
9 TC 159: Bast Penn Transportation Company, 
CCH Dec. 16,077(M), 6 TCM 1097. A Washing- 
ton district court, however, has held that this 
principle is not applicable to a situation where 
the taxpayer was required by the Navy Depart- 
ment to sell a large quantity of tickets for 
subsequent use by the Navy personnel, where 
unused tickets were subject to refund, as this 
would distort the taxpayer's income. (Bremer- 
ton-Tacoma Stages, Inc. v. Squire, 51-1 ust 
§ 9174, 94 F. Supp. 918 (DC Wash.) 

”% 4 ustc § 1223, 291 U. S. 193 

’See Fairmount Cemetery 
Dec. 8568, 30 BTA 740; 


Association, CCH 


Acacia Park Cemetery 


Reserves and Deposits 


guaranteed their perpetual care and main- 
tenance Che price was con- 
sidered income and no allowance was made 
for the taxpayer’s obligation of perpetual 
However, where 
the amounts to be used for perpetual care 
and maintenance ar¢ 
and the 


such 


entire sales 


20 
care and maintenance. 


turned over in trust, 
use of the fund, 
deductible.” Where a 
created for a future ha 
whether or not that 


item, as an 


taxpayer has no 
amounts are 
separate fund is 
bility, the 


fund is a 


test as to 
deductible 
offset to the 


expens¢ 
income 


gross 


received in the 
give rise to the 


would 


might 
liability, 


transaction which 
seem to be 


right 


anticipated 


taxpayer may have a 


fund for other purposes.’ 


‘Practical 
Accounting,” 


article, Legal Aspects 

Taxes—The Taa 
1952, at page 1028, 
Assistant General 
Internal 


ot Tax 
Magazine, December, 
Mr. Herman G. 


, 
Counsel of the 


Reiling, 
Bureau of Revenue, 
that 


and 


stated that it was most significant 
in the South Tacoma Motor ( 


Lines, Inc 


give the Tax Court 


yn pany 
cases, the tax 
any 
when the wu 


1come would 


ase coupons or tickets were 


1 
other reasons, 


never used 
by the customers In the comparatively 
Measurement Bu 
Tax Court indicated that 

ling factor. In that case, 
le taxpayer w: + Bi a nonpront 
National 
Associ 
\dvertisers, } It re 


recent case of Broadcast 


, 


au, Inc.™ the 


iS Was a contr 


é 
+} 
t} 


embershit ration 


member ordet 


broad 
The 


all subscrip 


held 


advertising 
tended that 
received but the 
hat it was 

held funds 
subscriptions had to b 


when 


income 


that the 


only 


received é 


refunded tf unused and therefore constituted 


a trust fund for the purpose of making the 


| 


survey Che court said 


Commissioner, 3 ustc % 1177, 
"A-7); Cedar Park Cemetery 
Association, Inc. v. Commissioner, 67 F. /2d) 
699 (CCA-7), cert. den, 292 U. S. 369; National 
Memorial Park, Inc. v. Commissioner, 44-2 ust« 
" 9542, 145 F. (2d) 1008 (CCA-4), cert, den, 324 
U. S. 858: Memphis Memorial Park, CCH Dee 
8188, 28 BTA 1037, aff'd 84 F. (2d) 1008 (CCA-6); 
Mason Securities Association, CCH Dec. 9816, 
36 BTA 958 

21 Commissioner v. Cedar Park Cemetery Asso- 
ciation, 50-2 ustc { 9376, 183 F. (2d) 552 (CA-7) 

22See Wolfington Body Company, Inc. v 
Smith, 51-2 usrc { 9416, 99 F. Supp. 788 (DC Pa.) 

+ CCH Dec. 18,264, 16 TC 988 


Association, Inc. v 
67 F. (2d) 700 (CC 
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these subscription fees up to pay a probable loss in 


scal year ended June 30, deductible, and that 
ross income to “sustained” when the 
] 


iald 


lidated 72 that the tax] 


down and had to be paid 


S ile S Manage! 
an 18-year contract 
brougt rs 


ot 


firmed on appeal 
1923 In the meat 


set up a reserve for 


tees not 


We 


petitione! 


uprem«¢ 


1936, tl 
itutional and 
S whicl had been accru 


depositary was returne: 


1936, 1937 and 1938, 


irs 
il 


greement do ge 
ail oles funded large parts ol 
aiiaqi til 
e with 


yeat 


1935 on the 
taxpayer! “oO i not accru¢ 
ich he “denies, and payment 


contesting 


Normally, an expense or a 
h is being “contested” by 


liability ut, will also be contingent This 


courts have said on several ever, alwavs the case Where. however. 


an expense, whether con the potential liability is in fact paid to 


tingent 1ot, cannot be accrued or recog claimant (as distinct from accrued 
nized hen it is being contested by the to a third party to be held in escrow) 


taxpayer. In Lucas v. American Code Com no longer regarded as a potential deduction 
pany, Inc.,* the Court held that a reserve set but is an actual deduction.” Such a do 
‘ Leedy Glover Realty & Insurance Company, 1940 to deduct additional state income taxes for 
Inc., CCH Dec. 17,105, 13 TC 95 the years 1937, 1938 and 1939, even though such 
+2 ustc 7 483, 280 U. S. 445 taxes were paid under protest and a suit for 
® 44-1 ustc 1 9219, 321 U. S. 281 refund was filed. The court said 
In Chestnut Securities Company v. U. &., We think the Government is wrong. One is 
15-2 ustc © 9405, 62 F. Supp. 574, the Court of not entitled to accrue a debt or other liability 
Claims held that the taxpayer was entitled in which is asserted against him but which he 
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The Treasury Department has issued a 
special regulation allowing 

the creation of reserves for the 
redemption of trading stamps 

and premium coupons. 

rule earlier di 


with the 


consistent 
received 
it, even though it might 
1S taxable to the 


a payment 


ft righ 


actually 


income 
the 
a payment to a claimant is 
| it be 
ne payment, 
the 


Here we hi: exact con 


deduct 


though the pay entitled 


i 
ot the payment 
must be to 


mur Mills ( 


noted, claimant 
ynpany case 
toa depositary 
hold the pay- 

the litigation, 


hat the ex- 


pense of an 
related to and 
income 


is directly 
rual of This 
recent case o! 
2 Comn 
accrued com 


which had beet 


27 continued) 
tigates, until the 


if a liability 


(Footnote 
I litigation is 
is asserted against 
s it, though under protest, and 
he promptly begins litigation to get the 
back, the status of the liability is that 
it has been discharged by payment. It is hardly 
that a liability asserted against 
im, which he has discharged by payment, has 
10t yet ‘accrued’ within the meaning of the 
ix laws and the terminology of accounting 
Accrual, from the debtor's standpoint, precedes 
payment, and does not survive it.’’ 
Utica Knitting Company v. Shaughnessy, 
stc — 9442, 100 F. Supp. 245, the taxpayer 
agreed on the amount payable under an adverse 
judgment in 1946 for inadvertent OPA viola- 
tions He paid the judgment but appealed on 
the question of liability—not on the question 
of amount—and it was held that his payment 
was deductible although he was contesting the 
claim. In Gibson Products Company, Inc., CCH 
Dex 15.689, 8 TC 654, the taxpayer paid in 
1943 a processing tax for the years 1937-1938 
‘lusive but simultaneously filed a refund 
laim on the ground that the tax was not 
properly against him The Commis- 
that the payment 


money 


onceivable 


51-2 1 


assessed 


sioner claimed was not 


Reserves and Deposits 


The 
commissions on sugar sales which have been 
accrued should be deductible in determin- 
ing the cost of goods sold and, therefore, 
only the net amount the 
taxpayer should be taxable in 
come 


Che American 


not properly designated a “reserve.” 


receivable by 
accrued as 


Institute has under- 
taken a project of redrafting the entire 
Code of Internal Revenue.” The project 
contemplates the redrafting of the 
Code, but not a 
ference is that the 


1 


in large part 


Law 


present 
The dif 
Code, at present, de pends 
Bureau 
Ihe redrafting is designed to 


recodification 


upon decisions and 


rulings 


change the Code in all particulars in rela 


tion to tation and also to incor 


porate seem wise to. the 


basic 


oped 


in the fiscal 
] over the 
direction 
Committee which includes 

well-known tax authorities as Norris 
Darrell of New York, Dean Erwin N 


Griswold of the Law School, 
| 


ler the 


and 
s| he 
Committee 
that 
while retaining the 
Bureau; the 
ultimate problem is largely 


Harv ird 
| Paul of 


ylem of the 


Washington. 


Tax Policy 


Randolpl 
] 


Dasic 


is one of draftsmanship, being sure 
the revision is complete 
present policies ot the 


a political one 
with the matter of income to 
and the 


licv committe 


future creation of 


recognizes 


accounting and business 


accounting and provides as follows 


(a) An accrual basis taxpaver who re 


f t 
oO incon 


fextyy 
I I 


1¢ re services 
ince the tax was accruable in 1936 
ix Court held that processing tax 
could not be accrued in the earlier 
since liability for the tax was denied 
that it deductible only in the year of 
actual payment In G. C. M. 25298, 1947-2 CB 
39, the General Counsel for the Treasury ruled 
that contested deficiencies of municipal taxes 
which were paid to the municipality were de- 
ductible at the time of payment, even though 
the contest of liability was continued by the 
taxpayer by the filing of a refund claim and a 
suit in court for recovery of the tax. The 
3ureau also ruled in this memorandum that 
the making of a deposit with the city controller 
of the fvll amount of the deficiency with inter- 
est, would not be regarded as a payment of 
the deficiency, so as to authorize the deduction 
28 52-2 ustc f 9390, 198 F. (2d) 214 (CA-2), 
’For a description of the project, its purposes 
and its preliminary views on a proposed revision 
of certain parts of the Code: see Surrey and 
Warren, ‘‘The Income Tax Project of the Ameri- 
can Law Institute: Gross Income, Deductions 
Accounting, Gains and Losses, Cancellation of 
Indebtedness,’’ Harvard Law Review, March, 
1953, p. 761; May, 1953, p. 1161 


years 
and 
was 


703 





or activities, is allowed to defer 


returning 
earned, but he 
the earning period over five 
unless the permits. 
(b) The 


reserves tor 


the receipts until they are 


cannot extend 


years, (commissioner 


taxpayer is allowed to 


estimated 


create 
future liabilities 1 
(1) the expected liability is directly 
to income reported and (2 

with the 
future 


related 


) the Bureau is 
1 


satisfied amount estimat to em 


brace the liability. 


In one instance, the Treasury Department 


recognizes that only the allowance of a 


nable I public to benefit 


ilar current business practice, 


it has issued a special regula 
+} 


he creation or reserves Ior 


trading Stamps and 
tech 


stamps and premium 


Wdern advertising 


merchandise Oo! 


particu 


coupons 


merchandise 


presen 


known Regulati 


recognizes 


redeen 


amount received greg | from the 


I 


taxpayer's otl specifically 


usable by the t: iy r on in the event of 


certain contingenci taxable in 


come but is characterized as a “deposit 


This doctrine and its limitations are il 


lustrated by the cases involving security 


deposits in leases. The deposit is an amount 


available to the lessor by 


defaults by the 
dfiring the 
what 


which may be 


reason of damage or 


lesset 


at any time 


: 
term of the lease, 


and only 


remains, if any, may be 


” 44-1] ustc § 9334, 143 F 
cert. den. 323 U. S. 750 

" South Dade 
43-2 ustc { 9634 
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(2d) 912 (CCA-2), 


Farms, Inc. v. 
138 F 


Commissioner 
(2d) 818 (CCA-5) 


September, 


applied to the rent at the end of the 
In other 


term 


words, the amount of the deposit 


is a form of providing security 


against 


potential damage because of a breach of 


contract The question arises in lease 
deposits as to whether such ‘deposit’ must 


4 


1 which 


year in 


Hirsch Imp» 


ymmuisstoner,” the 


be reported income for the 


made In 
Company v. ¢ 


the payment is 
ment 


said that, in deciding this question, 


unimportant how the taxpayer reg 


“Its 


lease itself.’ 


reated the payment char: 


on the term of the 
preparing a lease where the part 


: , 

provide for a security deposit, it 
: 1 
provisions of the lease 


ciently precise, so that 


not be regards d as income 


Regardless 
on a cash, or 


de posited 


coul 


actually meant 


not taxable 


payments when received, des] 
t 
t 


i¢ 
hat it was to be applied to futur 


court reached this 
lease 


conclusion 


throughout referred P 
“security,” and interest on the 


to the “deposit’ 
asa amount 


deposited landlord to 


was payable by the 
the tenant 


82 43-1 ustc § 9408, 135 F. 
% 42-2 ustc § 9559, 128 F 


(2d) 47 (CCA-5) 
(2d) 968 (CCA-5) 
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In Warren Service Corporation v. Commis 


the original lease terms required 
refunded to the 
was no default by him, and 
the 
But a supplemental 


t was subsequently executed under 


de posit to be 


tenant if there 


interest was payable on the deposit to 


1] , 
andiora 


j 1 


tenant by the 
agre 
applied to 
payments were 


which e deposit was to be 


t 
luture 1 id the interest 


erminated irt held that, when the 


supplemental agreement was executed, the 


deposit i¢ its cnaracte! such and be 


repayment and, therefore, 
] 


andlord. In 
above, the 
Hotel 


} ] 
held that a 


inton 
taxpayer, 
taxable as income to 


veal Che lease 


received 
leposit should be made as 
at, if it was 


1 
the last 


ilso provided tl 


a term oO! 


as conclusive 


deposit was 


ubject has not been di 


United States, so that 


(2d) 723 (CCA-2) 


Dec. 16,296, 10 TC 445 (1948) 


Reserves and Deposits 


cussed by the 


the Hirsch and Astor cases are the two lead 
ing cases on this question. In both of these 
the “deposit” was to be applied to 
future rents, although they were designated 
as “security deposits.” Also, in both of 
these cases, the leases did not provide that 
In the 
Warren case, the original lease provided that 
interest on the deposit should be paid, and 

for application of the 
rent. No question was 


cases, 


interest was payable on the deposit. 


made no provision 
future 


whether the 


deposit to 
raised as to deposit should be 
but when the 


supplemental lease was executed eliminating 


regarded as taxable income, 
the interest and providing that the deposit 
might be used for future rent, it was held 
to be landlord. The 
only decision holding a deposit to be 
taxable 


taxable income to the 
non 
that it 
Clinton 


interest 


lease provided 


future rent, is the 


But, there, 


when the 
might be used for 
H tel Realty cas¢ 


payable on 


was 
that 
substantially 
in the Astor 
conclusion is 
must be 
funds of the 
shall be 


make the 


and, also, 


] 


egarded as 
de cision 
court The 
unless a 
the 


provision 


cde posit 
must 


weakened 


] 
aecision 
by { ate! 


case by the same 


that 
segregated f1 
lessor, a lei 
applied to future rents 


de pt Sit 


inevitable deposit 
general 
that it 
would 

the 


eached by the 


om 


taxable income to landlord 
Tax 
conclusion 


the case oO 


was tor ten 

nt of $1,600 The 
he tenant would deposit 
$3,200 “as 


1 } 
he least 


sum ol 
performance by he 
hereunder,” but 
i “that the 


cle posit 


last two months of the 


ations 





hereunder.” The 
that if a lease 
deposit” shall 
circumstances 
to be 


1 aid re, : r if the lease 


would have 


contained repayment, the 


deposit w advance rental and 
should be 


Che 


(lcommiussione 


landlord W he n paid. 


agreed with the 


held the deposit 
income vhen received he 


tax < 
was 
taxable court 
that 
final 


deposit had 
+} 


was strongly need by the 
the deposit was to be 


Indoubtedly 


tact 
applied to the 
rent due, [ , if the 


been 


required to be 


would not have 


segregated, e court 


did: “The 


concluded as it 





mplied 
used 1 tuturs certainly, 
ould not contended that the 


rental 


Sum 18S an 


advance payment negative any 


implication tl it could be 


ture 
rent, the stances under 
tenant, o1 
| by 
defaults, 


Hw 


return 
part, r it 18 
landlord for the 
tenant 


compensat 


defaults actually 


a default of his covenants 


all or a portion of the deposit, 


e terms ¢ ie lease, may be 
Many leases 

shall be 

landlord ipon a lease de 


tenant From an 


income tax 


viewpoint, if the landlord receives the 


entire 
as liquidated damages, he may only 
] actual damages he has suffered 


pay income tax on the 
liquidated 


amount 
less the 
Actual damages, 
must be 
anticipatory 


damage > 


amages sustained 


( income tax viewpoint, 


distinguished loss ot 


from the 
While the loss of anticipatory 


profits is a real factor of damages in a dis 


pronts 


pute 


between landlord and tenant, it is not 


’ é 
tax held 


juestion 1S always 

whether the deposit was i 
prepayment f rent In the 

able containet cases, the 

s always presented as to whether 


ntended as 


1 
payment was a purchase 


Nevertheless, if the 
closes the 


evidence clearly dis- 


payment was not for a purchase 


* Hort 1 Commissioner 41-1 ust § 9354, 313 
l S. 28; Farmers & Merchants Bank of Cat 
lettsburg, Kentucky 1 Commissioner, 3 ust 
"972, 59 F. (2d) 912 (CCA-6, 1932): Sherman 
Labair, Inc., CCH Dec. 8340-H (BTA memo 
op.): National Contracting Company, CCH Dec 
7418, 25 BTA 407; Lloyd CCH Dec 
BTA 


12,552-F { memo. op.) 


Jones 
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wos 6 


of the bag ot 


portio 


quired te be re 


de posit, a 


bag, containers, etc., the taxpavet 


to set up reserve tor the am 


hability, but a reasonable amo 


deposits, basec 


perience as 
tainers, ete 

be credited to 
taxpayer's income 


If the “deposit’ 


other 


denied stat 


nger, it appeared 
} 


Casn basis I 


r¢ pt 
bursements, 


facture and sale 


soli ite 


required a depos 
This deposit was 
customers 
returned t 
onsummated 
‘satisfied” atte 
he taxpayvel 


accoul 


mingle 


sits were 
realized ! nt \ I received 
The cou | isl 1 | \ n funds re 
ceived funds 
receive 


contingse 


ry 
petitionet 
to his ‘| ld itio and, in our 
D. H. Byrd, 32 
only to 
habilitv’ It 


a claim of right ar 


sub je ct 


opinion, it 
Ry pees 


liquidated contin t 


said in 


‘ 1: 
subject 


ceived ‘under 


restriction aS to 


W « ] ave 


cases that, 1f th ull amount 


its disposition’ sa 


seen in 


cemetery company without 


entire 


amount s taxablk 


reserve taxpayer's 
Tuture care an maintenance 
other 


proportion of the price is d 


as a credit. On the 


future care and 
that 


income 


paid to a segres 


purpose that lI 


amount wil 


Similarly in the “pavit 


Wichita Coca-Cola Bottling 

U. 8., 45-1 ustc § 9308, 61 °F 

Tex.), aff'd 46-1 wustc § 9104, 152 F. (2d) 6 

(CCA-5), cert. den. 327 U. S. 806: Fort Pitt 
Brewing Company, CCH Dec. 19,558 

No. 1 (1953) 

* CCH Dec 

» Parkview 

9308 


( ‘ompan y t 
Supp. 407 (DC 


12,554, 47 BTA 95 
Memorial 
344 BTA 406 


Association 
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he entire amount paid to the paving 


regardless of his 


con 


tractor is taxable income, 
obligation to repair and maintain the paving 
But if 


percentage ol 


the contract 
the contract 
price to be retained by the municipality, the 
to be 


tact 


or a period of years 


provides for a 


amounts retained “are not considered 
ncome” until they are in received, or 


si In M 


where a 


onditionally 


ecome unt 


pavable 


irdle* it held that 


was certain 


Was fI¢ 

pending 
rece ivable ; 
ract price 


le 
i€ 


par 
ing are 


not tax 


and 


1 obliga 
t sucl 


under 


mcome 


laim of right and 
taxable income 
acl taxabk 
howeve! 


method 


the courts will welcome evidence of such 


circumstances 


It the hability o1 contingent 
upon the receipt of the income and the latter 
then the liability o1 
also may be accrued. If, however, the 
not be 
even though the expense or liability is con 
ingent 


expense 1S 


1S accruable, expense 


cash 


1s received, the expense may accrued 


only upon the taxpayer being per 


mitted 


to retain the eash 


In reporting receipts for unearned income, 
of-thumb method of 
whether the 
would 


a rule determining 


receipts are taxable income 


seem to be whether or not the payec 


f the funds if they 
purposes for which 


only 


(and 


any of the authorities 
al importance on this 
of the item by the 


transactior If ree 


treatment 
eipt 
payer aS a deductible 
treating th 
to the Audit 
not likely that 


harmonious and 
ust be en 


1 
In partictitay 


[The End] 


Speaking against the extension of the excess profits tax, Representative Smith 


of Virginia said: ‘You see, it is a vicious tax. 


You know the old common-law 


theory was that a dog was entitled to bite once. If a vicious dog 


bit you once, it was all right; but he could not bite you twice. 


But here this 


vicious dog is going to be given two bites at 


the people. That certainly is a new and strange philosophy.”’ 


'Commissioner 1 
Company, cited at footnote 9 
CCH Dec. 16,714, 11 TC 961 


Reserves and Deposits 


Cleveland Trinidad Paving 


Commissioner, 40-1 


t f 9287, 110 
7 (CCA-2); Bourne 1 


Commissioner 
5. 62 F. (2d) 648 (CCA-4). cert. den 
(2d) 911 (CCA-5) 
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Better Than Full Exemption 


May Be the Special Deductions Where 


Output Is Above ‘‘Normal”’ 


Excess Profits Exemption 
and Adjustments for Strategic 


The views expressed in this article 
are those of the author and are not to 
be attributed to the United States 
Department of the Interior. 


extensive list of minerals 1s 
Inte 


nal Revenue Code, from excess profits taxes 


» YDAY an 


exempt, under Section 450 of the 


Concurrently, Section 453 of the Code makes 


numerous provisions for special deductions 


in the computation of excess prohts net 


income in the case of output increased above 


normal period levels or production from 


properties not in operation in the normal 


period (1946-1949) For the most part, the 


strategic minerals exempt trom excess proint 


axation undet $50 are also eligible 
forms ot fits tax ameliora 


Section 453. The main purpose 


circumstance 


under hich Secti ljustments may 


valuab] 
Sectior 15 


be more 


under 


Kor the corporation whose ent income 


is derived trom strategic mining, the exemp 


ion under Section 450 constiti the maxi 


mum relief from excess profi xation 


there can be 
liability. 


namely, 
msequently 

measures designed to affor 
advantageous to the 
than this full exemption. In 
general, the most that any of the 


trom u 
taxation can be 


more 


corporation 


other ap 
proaches can achieve for the 


that which is accorded the 


taxpayer 1S 
exemption 


strategic minerals 
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Where the taxpayer’s income is partiall 


derived from other the exemptio1 


sources, 
from excess profits taxation is determined 
under a specifi 
total 


same 


formula which reduces the 


excess pronts tax liability by the 


percentage as the adjusted excess 
profits net income attributable to strategic 
mining is of the entire adjusted excess profits 
net income of the corporation. The 
that the 


Same as the oft excess profits 


regula 


ions clarify this to say ratio is to 
be the 
net income trom strategic 
to total 


not necessary 


materials mining 


excess profits net income. It is 


assuming this interpretation 
is correct—to make an apportionment of the 


credit itself. The key phrase in the formula 
“excess profits net income,” is normal tax 


net income adjusted for such items as divi 
dends received, capital gains, income from 


retirement of bonds, tain interest pay 


ments, etc words, “excess pronts 


+ 


ne income” is fairly closely approx 


by “taxable net income” 


arising 
dinary operations 
What is the 


underlying the basis upor 


fundamental 


mination is made as to he 
ration’s potential excess 
is to be reduced because some 


is derived from the mining 


minerals? The answer is that potential ex 
cess profits tax liability in the differen 

yf the corporation’s activity a1 
proportion as the net income 


operations (exces 


the same 


S prohts net income) 


in the different parts of the corporation. 


Although it is not vital to the main point 
of this discussion, a fairly 


tion will be 


broad examina 


made of this required rule. To 
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By JOSEPH LERNER 

Office of Chief Economist, 
Bureau of Mines, United States 
Department of the Interior 


Mineral Mining 


begin extreme illustrations will be 


given in which the taxpayer is helped or 


injured when the corporation is required to 
employ the rule. First, let this be spelled 

A yf the total adjusted excess pronts 
income* prior to the exemption, the 


rategic mining contributes a smaller pro 


portion than it contributes to 


aggregative 
profits net 
formula works to the 


taxpayer 
that the mining of the 
vields no adjusted 


excess rofi t income, the ordinary 


operating net income (excess 


income), the advan- 
tage ot the 
Imagine, then, 


Strategic muner: 


with 
equal to the 
nts net income) 
Then, it may be 
at no excess profits tax liability originates 
The 


formula in this case would be 


Ss associated 
be ing 


that 


mining of strategic minerals. 


rom excess prohts taxation in- 
The extent to 


-h such income is exempted would de 
pend on the 


other sources 


whicl 


relative amount of the aggre 


- erating 1et ncome 


derived from strategic 


(excess 


pronts 


ncome) 


mineral 
total net 
rofi net income) is de- 


ived trom the produ ti I strategic 


yroduction Thus, alf of the 


come (excess 


T 
i 
I min 
will be 


ut in half even though none of the excess 


rals, excess profits tax liability 


profits tax liability arises from the produc- 
; minerals 


strategik 


other extreme is the situation in 
usted excess pronts net 


rategic mining sector. 


[The excess profits tax is paid on adjusted 


*xcess profits tax net income which is equal to 


Strategic Mineral Mining 


However, if has income 
from other sources, it would not be possible 
to render the totally free of 
excess profits taxation even though all of 
the excess profits tax liability actually re- 
sults from the strategic mining. For ex- 
ample, were the net income arising from 
the other activities equal to those arising 
from strategic mining, only half of the ex 
cess profits tax bill would be eliminated. 


this corporation 


corporation 


Thus, it is seen that the required formula 
employed for the determination of the amount 
of excess profits benefit to be received where 
the taxpayer has income from these sources 
in addition to the production of 
minerals, work either to the relative 
disadvantage of the corpora 


Strategic 
may 
advantage o1 

tion as contrasted with the firm whose en 
tire income is derived from the production 
of strategic minerals. 


Che consequence of this rule is that cor 
porations with a great deal of adjusted ex- 
pronts net 
profits net 
sources other 


cess 


relative to excess 
income), 
than the mining of 


income, 
income from 


Strategic 


(net 
minerals favorable tax treat- 
corporations in which the 
ratio of adjusted excess profits net income 


receive 
than do 


more 
ment 


to excess profits net income is 


low in the other activities 


relatively 


In order to illustrate the 


throughout this discussion, use will be made 


points raised 


of several hypothetical corporations. These 
will corporation W 
gaged only in the 


include which is en 
production of 
corporation X which has no in 


come from the production of strategic min 


Strategic 
minerals; 


erals and has relatively little adjusted excess 
profits net and corporation Y 
has no from the 
minerals and 


which 
production of 
has relatively much 

In addi- 
tion, there will be combination corporations 
WX and WY On the page, 
Table I gives a compact comparison of the 
effect of the the excess profits tax 
exemption for strategic 


ncome ; 
income 
Strategic 


adjusted excess profits net income. 


following 


rule for 
materials 

In the case of both corporations WX and 
WY, 50 per cent ot the 


profits net inc 


adjusted excess 
me is exempt because that 
is the proportion of the excess profits net 
Irom strategic mining It 
will be noted that corporation WX is a 
combination of corporation W and corpora 
tion X. Only in line 6 are 
W and X and W and Y not additive. Taken 
separately, the W and X corporations would 


be subject to 


income arising 


the corporations 


excess prohts taxation on 


excess profits tax net income minus, in general, 
the invested capital or earned income credit 
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TABLE | 


( orpora- 
tionW 


$150,000 


Net 
Net 

Mining 

Excess Profits 


Income 
Income 


Profits 
Profits 
to Strategic 
Adjusted 
come 


Exc ess 
Excess Due 
Net In 


Proportion ol (Adjusted Excess 
Profits Net Income Exempt Be 
cause of sStrateg 

Amount Free Excess Profits 
Taxation (under Section 450) 

Income Subject to Excess Profits 


Provision 
irom 


[axes 0 
*It has been assumed that the adding of corporation X to W and Y 
income 
method of determining excess profits tax credits used and were the 
excess of $5,000,000 
invested capital is not proportional 
cent on the next $5,000,000 and to 8 per cent on al 


total amount of 
were the 
combined invested capital for this purpose in 
the allowance for 
to 10 per 


adjusted excess profits net 
invested capital’ 


150,000 


40,000 


40,000 0 


( orpora ( rp ra ( wp va ( 


tion Y tion WX 
$300,000 


rp ra 
tion W 
$300,000 


tion \ 


$150,600 $150,000 


150,000 150,000 


20,000 60,000 60,0007 100,000* 


100% / sO 


30 O00 sO) OK) 


20, 000 60,000 30,000 


to W does not change the 
Exceptions to this assumption would arise 


SU) UN ") 


[These results follow because 


giving from 12 per cent of the first $5,000,000 


over $10,000,000 of nvested < 


$20,000. Within the WX corporation $30,000 


is subject to excess profits taxation 


On the other hand, corporation WY gains 
by the combination. The income subject to 
taxation decreases from $60,000 


two 


excess profits 


when the activities are in separate 
corporations to $50,000 when they are com 
bined. As previously stated, this illustrates 
the characteristic of combined 


corporations in which the nonstrategic min- 


bias in favor 


ing activity contributes a larger proportion 
of adjusted excess profits net income than 
its proportion of the excess profits tax net 


income 


In the above illustration, 26% per cent of 
excess profits net income in corporation W 
(whose derived from 
mining) is adjusted excess profits 
net income ($40,000 divided by $150,000). In 
the case of corporation X, only 134% per 
excess prohts net income is 
adjusted excess profits net income ($20,000 
divided by $150,000). It is in the combina- 
tion of these corporations that the formula 
hurts the taxpayer. Finaily, in corporation 
Y, 40 per cent of the excess profits net in- 
come is adjusted excess profits net income 
($60,000 divided by $150,000). And it is 
the corporate WY which re- 
ceives special advantage from the imposed 
formula 


income is entirely 


Strategic 


cent ot the 


combination 


Now, I return to the main purpose of the 
article—to compare “total” exemption under 
Section 450 with the special adjustments 


under Section 453. The discussion of Sec- 


* Normal income is average income per unit 
of production in the 1946-1949 period. 
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alr idy beet carried 
detail It 
the more pertinent Section 453 adjustments 


which are: 


tion 450 has 


some remains 


necessary 


(1) Graduated adjustment for 


output 
excess of normal period output. The amount 
excluded trom excess 


pronts net income 


depends ot earnings per unit in the 
normal period (1946-1949) and the 
excess output to recoverable units (reserves 
at end of year 


tion 453 (b) 


average 


ratio ot 


plus excess 
(1).) 


(2) As an alternative to (1), 
some 


output) (Se 


minerals, a provision excluding from 
half oft 


output 


excess profits tax net income one 
the income attributable to 
(Section 453 (b) (2).) 


excess 


(3) A provision under which one third ot 
the entire net income from a property not 
in operation or operated at a loss through 
the normal period is deducted from excess 


(4).) 
It is assumed that producers of minerals 


profits net income. (Section 453 (b) 
which are totally exempt from excess profits 
taxes avail id 
uated deduction 

income of 


may themselves of the 


from excess pronts net 


“normal” income,’ in relation to 
the ratio of output to re ‘overable 
units. Hence, the producer of a strategic 


mineral can always take this alternative if 


excess 


However, the same is 
not true of the second and third deductions 
from profits net income, outlined 
above, which apply to metals, coal, potash, 
sulfur, metallurgical or chemical grade lime 


it is more favorable. 


excess 
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The second 
deductions listed above 
the nonmetallic 


and natural 
types of 
iold 
minerals.® 

the trom excess 
profits net income, listed above, apply to 
many minerals which not among the 
strategics exempt from excess profits taxes, 
it follows that the nonstrategics 
may do better from an excess profits stand 
point than the 


timber 
third 
not | 


stone, gas. 
and 
do to1 exempt 
strategic 


Since three deductions 


are 
some ot 


do strategics. 
In addition, 


there is the important possi- 
bility 


that the taxpayer inadvertently 
utilize the provision 
tax bill 

“exemption” 
might not 


may 


not produces 


the lowet1 
the full 
able, 


which 
the taxpayer assuming 
provision most favor- 
other computa- 
tions which could result in a lower tax bill. 

With exceptions, more favor- 
able treatment for nor 


make the 


but minor 
for 
the 
taxpayer has some income from other sources 


istrategics than 


strategic minerals can arise only wher« 


situation 
rations, each of which has in- 
affected by either 
Table II, part of 
rporation L’s excess profits net income is 


t us compare the tax 


core Irom sources not 


type exemption. In 


from strategic minerals that are completely 
exempt from excess profits Part 
M’s from mineral 


property not in operation in the normal pe- 
riod. One third of 


taxation 


t 


of corporation income is 


this income is deducted, 


therefore, from adjusted excess profits net 
income. 


In corporations L and M, excess profits 
net income is $1,200,000 (before applying 
either of the relief provisions). Strategic 
mining accounts for $300,000 of excess prof- 
its net income of corporation L. The same 
amount is accounted for by production from 
properties not in operation in the base 
period in corporation M. Finally, in each 
there is $200,000 of adjusted excess profits 
net income, before the relevant consideration 
on account of either strategic minerals or 
production from properties not operated in 
the normal period. 


Since corporation L which produces stra- 
tegic minerals has income from other sources, 
it is necessary to use the required formula 
in the determination of the amount of ad- 
justed excess profits net income which is to 
be freed from excess profits taxation on ac 
count of the strategic mineral production. 
This is dependent upon the proportion of 
excess profits net income derived from stra 
tegic minerals 
been 


(This computation has al- 
ready illustrated in considerable 
detail.) With $300,000 of a total of $1,200,000 
of excess profits net income arising from 
strategic mineral production, one fourth of 
the adjusted excess profits net 
exempt on this score 


income is 
And, since adjusted 
excess profits net income before this special 


(San = RN ERE AEN SRE SS A TS TT TL A! TS AS AT AST 


TABLE Ii 


ts Net Income .200,000 


Excess Profits Net 
Attributable to 
Mining 

Adjusted 


Income 


Income 


300.000 
Excess 
Entit 
(without regat 
$50) 


Percentage ot 


for 
tion 
tion 200 O00 
Adjusted 
cess Profits Net 


strategi 


Ex 
Income Im 


Mining 


puted to 


300,000 


1.200.000 


Effective 


justed | 


exemption of Ad- 
ts Net 


Strategic 


xcCesSs 


Income Due 


Mining 50,000 

Sheet 
miculite 
amosite 


graphite, ver- 
the form of 
corundum, 


mica, fluorspar flake 
long fibre isbestos in 
chrysotile or crocidolite 


Strategic Mineral Mining 


Corporation M 
Profits Net Income 
(without regard to Section 


453) $1 


Excess 


200,000 


Excess Profits Net Income At 
tributable to New Property 
Adjusted Profits Net 
Income Entire Corpora 


regard to Sex 


300,000 
Excess 
for 

tion (without 


tion 453) 200.000 


Effective exemption of Adjusted 
Excess Profits Net 
1A Net Income Because of 
Production from New Prop 
erty 


Income 


100,000 


diamonds, kyanite (if equivalent in grade to 
Indian kvanite), monazite, quartz and 


crystals 
block steatite talc 
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allowance was $200,000, it 
$50,000 is free from 


bility on this account. 


that 
excess profits tax lia- 


T¢ yh ws 


Section 453 (b) (4) 


excess 


which provides for 
profits tax adjustments for various 
types ol 


base 


properties not 
period (not 


in operation in the 
applicable to the non- 
metallic strategics) is employed in corpora- 
tion M. Under this provision, the deduction 
in determining excess profits net income is 
one third of the net income due to the pro- 
duction from the new property. Therefore, 
$100,000, one third of $300,000, is rendered 
“exempt” 
corporation M 


from excess profits taxation in 


in the illustration involving cor 
porations L and M, the latter corporation, 
employing the special deduction in 


prohts net 


deter 
mining 


preterential 


excess income, 1S given 
treatment to the extent of an 
additional $50,000 in exclusions from excess 


profits taxation 


More useful than 


Strating 


et of examples demon 
a pr ssible c yn 1] a 


ment of the rul ‘ The fol 


State 


lowing 


which shows ie! he special 


is the rule 
deduction in determining excess profits ret 


income on account of output trom a prop 


erty not u yperation in the normal period is 


more ; ‘ ag Nu the 


taxpayer than is 


the “total” exemption for strategics 


Should one third of the net income from 


the operation of a property not 
tion in the bass riod 
of the 


net mcom« 


in produc 
exceed the product 


corporati s adiusted excess profits 
(befor the use of Section 450 
$53) 


to the proportior rf the 


or Section equal 


s that percentage 
corporatiol *s excess 


| r 


prohts net income due to the 


the str: 


production of 


mineral, the special adjustment 


In computing excess pronts net 


income ot 


account of production from a property not 
in operation in the base period iS more 


favorable to the taxpayer 


than the special 
allowance roe ti 


mineral wholly 


exempt Ss profits taxation 


On mm in the 


base period, special deduction from ex 


cess pronts . t income ts 
third of the net 


equal to one 
When this amount 


exceeds the amount of income from strategi 


income 


mineral 
profits 


production exempt from excess 


better off 
to which the provision for 


taxation, the taxpdyer is 


on the property 
partial exemption is operative. The amount 


of income from 


which is exempt 


when the 


excess 


profits taxation, producer of a 
strategic mineral also has income from other 


sources, is equal to total incom 
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excess profits taxation times the proportion 


of combined before taxes which is 
1 


due to the production of strategic minerals 


income 


This entire matter can be summarized in 

When one third 

Net Income from a New Property exceeds 

Net Income Due to Strategic Mining 

$$$ — < Ad 
Total Net Income 


justed Excess Profits Net Income (before 


+} 


the following « xpression 


e application of Section 450 or Section 


453), it 


special exemption for production from n« 


follows that the provision for the 


1 
} 


properties is more advantageous to the tax 
payer than the “totai’ exemption for stra 
tegic mineral production. 


Next, attention is centered on the alter: 


tive to the 1ated special adjustment 


} 


computing avall 


excess prohts net income 


1 
pDas¢ 


able to properties in operation in the 


period Che current excess profits ti 


provides that metal and coal mines 
ducers of sulphur, potash, gas and 


and metallurgical and chemical grade lime 


1 


stone may lieu of other allowances 


| 


take, 
lor excess pl! 


justed 


one half the 


duction, a deduction from a 


excess income e¢ ual 


| 
sutable t 


extra production 


11 
| 


ing, wil 


corporation N’s tax benefit d 


mineral production under 


I 
rule Table III is used to 


corporations sick by side 


pronts net 


income 
profits net income is the same 
porations. The difference betwe 
tions L 
$300,000 excess 
Strategi lining 
$200,000 of net income 
put.” Corporation N, 
(b) (2), obtains a $100,000 reduct 


justed excess pronts net income, 


cent of $200,000, the net income attribu 
to the excess outpu Nothing 
corporation | extra dedu 
account of 


$50,000 


remains 


It is no difficult matter t : he con 
dition under which the 


special deductions 


on increased mineral output is of more value 


to the taxpayer than the “full exemption 


accorded strategic mineral production 


Should one half of the net income, due 


to “excess output,” exceed the 


product oft 
the corporation’s adjusted excess pronts net 
income Section 450 or 453) 


(not using 
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(NT TS TS LL LL 


TABLE Ill 


Excess Profits Net Income 
Excess Profits Net Income At 
tributable to Strategic Min- 
ing 300,000 
Adjusted - Tl Net 


Inc Om¢ 


$1,200,000 


corpofa 
tion wit to Se 
450) 

Percentage of Adjusted Excess 


Profits Net Income Imp 
c Mining 


tion 200,000 


to Strategi 300,000 
200,000 
Effective Exemption 
ju 
Income Due 


E xcess 


Mining 50,000 


Corporation N 
Excess Profits Net Income (with- 
out regard to Section 453) 
Excess Profits Net Income At- 
tributable to Min- 
eral Output 
Adjusted 


Income 


$1,200,000 


“Excess” 
200,000 

Excess Profits Net 

(for entire corpora- 

tion without regard to Section 


453) 200,000 


Effective Exemption of 
Excess Profits Net 
4 of Net 


“Excess” 


Adjusted 
Income 
Income Due to 


Mineral Output 100,000 


rms ae NIN SRE rR SR GRRE NRE Sa ln A SRR A RE COE TC GRAN EM ret A TTA SOUTHS 


to the propor 


total excess profits 
production of the 


the special adjustment 


“excess production” is more 
he taxpayer than the allowance 
PS? , 


mineral Wholly exempt trom 
hts taxation 


property in operation in the nor 
1 (1946-1949), the special adjust 


omputing excess prohts net income¢ 


+} 


he net income arising 
When this amount 
income 


trom stra 


ion exempt irom ex 


the taxpayel is better 
the provision 


mts net in 


summarized in 

When one halt 
Output” ex 
gic Mining 


xcess 


Ad 


( be tore 


section 


Ome 


vision for the 
computing excess 
“excess 
“total” 
yroduction 


mn account ot 


favorable than the 


mineral ] 
at the 


excess pronts net 


provi 


1et income due to 
alternative to the 


generous 


ivys more 


Strategic Mineral Mining 


exclusion from excess profits net income 
which takes into account the net income per 
unit of production in the base period and 
the relationship of the reserves of the min— 


eral property to the excess output. 


Some of the features of the 


graduated 
provision have already been discussed above. 
Here, it is necessary to point out that while 
all of the strategic minerals exempt from 
excess profits taxation are covered in the 
provisions for graduated adjustments in 
the determination of excess profits net in- 
come, the alternative elimination of 50 per 
cent of the net income due to “excess” pro 
duction does not apply to nonmetalic stra 
tegics. Were the taxpayer better off under 
the graduated adjustment under the 
provision, the taxpayer would 
prefer the graduated adjustment to the total 
exemption. On the other 


50 pet income 


than 
Strategic 


hand, where the 


cent of net due to 


excess 


production exceeds the graduated exemp 


tion, there may be situations, such as that 


described above, in which the taxpayer pro 
ducing strategic minerals may not do as well 


taxwise < the producet ot 


other minerals 


are not designated as strategic but 
the 50 per cent of net adjust 
ment on the net income due to excess pro 


duction 


Finally, let us examine the possibility that 
th 


he provisions for graduated adjustment on 
sutput can be 
total 


Chis is illustrated in the follow 


account ol excess more ad 


exemption tor 


+ 


, . 
Vantageous than the 


strategics 


ing example showing alternative tax com 


putations for a corporation producing a 
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TABLE IV 


Corporation L 


Excess Profits Net 


Income $1,200,000 
Excess Profits Net Income At- 

tributable to Strategic Min 

ing 300,000 
Adjusted Excess Profits Net 

Income (for entire 
without 
$50) 
Percentage of 

Profits Net 


to Stratee. 


corpora 
tion regard to Sec 


tion 


200,000 
Adjusted Excess 
Imputed 


Income 


Mining 300,000 


1,200,000 


Effective kxemption of Ad 
Profits Net 
Income Lire to 


Mining 


justed Excess 
Strateg« 


50,000 


It has been assumed that the normal period 
net income per unit of production was 90 per 
cent of the net income per unit of production 
in the current period, Therefore, 90 per cent 
was taken of $200,000 


Corporation 7 
Excess Profits Net Income (with 
out regard to Section 453) 
Excess Profits Net Income At 
tributable to “Excess” Min 
eral Output 
Normal Net 
table to 
Output* 


$1,200,000 


200,000 
Attribu 
M ine¢ ral 


Income 
“Excess” 
180,000 
Normal Net At 
Out- 


Percentage of 
tributable to “Excess” 
put Excluded from 
Profits Net Income * * 

Effective Exemption of Adjusted 

Profits Net 

of Net Income 


Due to “Excess” Mineral Out 


put 108,000 


Excess 


Excess Income 


60 per cent 


It has been assumed that the excess out- 
put is between one seventh and one sixth of 
estimated recoverable reserves at the end of the 
taxable year plus the 


year 


excess output of the 


mineral On the 
consideration, it is 


strategi most general 


that this is a 
since the graduated 
adjustment would be taken as an alternative 
to the specin 


evident 
reasonable possibility 
50 per cent exemption only 
when more favorable to the taxpayer. Since 
it has that the specific 
50 per cent adjustment can be more favor- 
able than the “total” exemption, it follows 
that the graduated adjustment, when selected 
by the taxpayer, may be more advantageous 
than the “total” exemption. Nevertheless, 
operation of the will be illus 
trated The first column 11 
lustrates excess profits determination under 
Section 450—‘‘complete” exemption for stra 
production. In the second 
the computation is made under the 
provisions for graduated partial adjustments 
in the computation of excess profits net in- 
come on account of excess output. 


In Table 
utilizing the 
compared 


already bee n seen 


graduation 
and dis¢ ussed 


tegic mineral 


column 


LV, corporation L, the producer 
strategic mining exemption, is 
with corporation P which uses 
Section 453 (b) (1), the graduated adjust-— 
profit net income due to 
excess output. It is assumed that the net 
income due to “excess output” in corpora- 
P is $200,000 and that there has been 
an increase in the net income from the 
normal period—that the normal net income 
per unit of production was 90 per cent of the 
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current net 
Therefore, 


income per unit ot 


$180,000 is the 


production 
total amount of 
current net income subject to special con 
sideration due to the 
Section 453 (a) (11) 
the proportion of the 

to be 
income. For 
that the 


enth and one sixth of estimated reserves at 


increas¢ 
gives the 
“excess output’ 
excluded from excess profits 
corporation P, it is assumed 
“excess output” is between one se\ 
the end of the year plus the “excess output” 
of the current and, therefore, 60 pet 
cent of the net income due to 


put” is 


yeal 


“excess out 


excluded 
With 


attributable to such output, this means that 


trom 
$180,000 of 


excess pt yhits net 
income normal income 
corporation P can eliminate $108,000 fron 


excess profits net income 


In this case the “graduated” 
the computation of 


adjustment in 
profits net in 
come is more favorable to the taxpayer than 
the total 
being freed of excess profits taxation instead 
of $50,000 


excess 


exemption, resulting in $108,000 


Although the 
utilized in the 
partial 
tageous to the 


various illustrative cases 


discussion have found the 


various adjustments advan 

“total 
production, 
that 


Rather, the 


more 
taxpayer than the 


exemption,” on 


strategic mineral 


the impression should not b« 


is the typical situation 


gained 
such 
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illustrations have been designed to result 


in the realization of that possibility. 


These detailed discussions repeatedly make 
it evident that the producer of a strategic 
mineral exempt from excess prohts taxation 
should not neglect the adjustments in com- 
putation of excess profits net income which 
apply to new properties (including proper- 
ties which had been operated at a loss dur- 


ing the base period) and _ the 


provision 


relating to increased output from old prop- 
erties. The general conditions under which 
each of the partial exemptions may be more 
favorable have been specified. The several 
rules developed as indicators as to which 
of the available alternatives is more advan- 
tageous to the taxpayer is not, of course, a 
substitute for actually making the computa- 
tions of the alternatives—they are, in effect, 
rearrangements of the various relevant com- 


putations. [The End] 


| METHODS OF DEPRECIATION: A REVIEW—Continued from page 696 


advantages and bens fits to be derived there- 
from, to the fact that 
Bureau of a more 


nothing of 
the 


Say the 


adoption by liberal 
attitude may well encourage a greater 
ployment of the 


the entrepr resulting 


em 
part or 


increase 


venture capital on 
with a 


her than decrease 


eneul 
in government revenue. 
is, moreover, not the function, nor the 
the duty of the Bureau to collect 
revenue as it The 


revenue 


nt, nor 


much can. Bureau’s 
the 
and 
desirability of 

the 


} 
Dring 


is to administer laws as 
as efficiently 


Che 


and 


as economically as 
obtaining more 
means best 
these ends about are the 


the ( not of 


venue Ways and 


lapted to 


ongress and 
he Bureau.” 


It may n of little interest to note 


that men of and in 


that the 
clearly re 


unquestioned ability 


whose business it ig to see 


rity 
e¢ Ivy 


mumercial 


world correctly and 


the results of its financial operation 


ys so approached the matter and 


ing so years before the income tax 


ever even imagined.” If they 
there is no 


should find it 


be Satistactory, 
the 


too 


Bureau not 


moreover, gor d reason to assume 


that, when the Congress adopted and subse 


quently amended Section 23(1) of the vari 
ous revenue acts (to be finally incorporated 
in Section 23(1) of the Code), it-intended 
statute red in the man 
recommended and actually believed 


that the Commissioner was so administering it 


that the 


iat be administe 
| 


ner 1ere¢ 


In connection with the adoption of 
Act of 1932, 


the 
Revenue Congress, relative to 


another problem not relevant here, was 
called upon to consider the subject of de- 
preciation. In 


were proposed by 


consequence, amendments 
the House Ways and 
Means Committee and the Senate Finance 
Committee, which amendments were there- 
after adopted by The reports 
submitted by these two committees indicate 
that they did not review the subject of what 
methods of 


Congress 


depreciation taxpayers were 
permitted to adopt because it was the under 
standing of the committees that the Com 
attitude was most liberal 
met with the satisfaction of taxpayers 


missioner’s and 


Said the House Committee 


“The Treasury is obliged to rely very 
largely upon the good faith and judgment 
of the taxpayer in the determination of the 
allowance for depreciation, since these are 
primarily matters of judgment and are gov 
erned by facts particularly within the knowl 
edge of the taxpayer 


The corresponding Senate 


report reads 


as follows: 


“These regulations require the deprecia 


tion allowance to be made from year to year 


in accordance with the then known 


tacts 


Under the provisions of the Revenue Act 
of 1934, the burden of justifying depreciation 
was shifted to the taxpayer. It is by no 
means clear, however, that Congress appre 
ciated the full implications of the shift. In 
any case, even if Congress had so wished, 
it could not have conferred such powers on 
the Commissioner as he has since assumed.™ 


[The End] 





Commissioner, 48-2 ustc { 9341 
483 (CCA-1 where Mr. Justice 
speaking for the court, said (at 


“Cf. Ross 1 
169 F. (2d) 
Frankfurter, 
p 492) 

‘If every opportunity for escaping taxation is 
to be barred, even in the absence of fraud, such 
complete safeguards are for Congress to decide.’’ 

% Montgomery, Auditing (7th Ed., Ronald 
Press), pp. 259 and following: Holmes, Auditing 


Strategic Mineral Mining 


Principles and Procedure (3rd Ed 
Press), pp. 393 and following 

@ Ways and Means Committee 
ist Sess., H. Rept. 708, p. 22 

% Finance Committee, 72d 
S. Rept. 665. 

* Commissioner v 


Irwin 
72d Cong., 
Cong lst Sess., 


Clark, cited at footnote 1 
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By HERMAN WOLFF, Jr. 
Attorney, Chief Counsel's Office, 
Bureau of Internal Revenue, 


Washington, D. C. 


The views expressed herein are 
entirely those of the author and do 
not necessarily reflect the opinion 
of the Treasury Department. 


when tax revenues 


bs THESE DAYS 
are higher than at any other time in out 
history, it has become increasingly import 
ant that a corporation be allowed to expand, 
to take its place in the modern economy and 
to divide itself 
business reasons dictate, with the least pos 
sible tax impact on the division. The thre¢ 


most practical ways by which a corporation 


into smaller units as sound 


engaged in multiple businesses may 


are as follows 


divide 


(1) A 


broadcasting 


company, engaged in_ television 


and in television 


dispensing 
transfers the 


and the 


parts, broadcasting business to 


B company parts business to C 
all the stock of each 
this stock 


holdings in 


company lor company, 


exchanges stockholders 


with its 


for their A company and, there 


after, A company liquidates (split-up) 


(2) A company transters its broadcasting 


tor the 


business to B company stock of B 


company continues to operate the arts 
t 


business, and exchanges the 


stock in B com 
to the stockholders of A « 


holdings in \ 


pany mpany 101 


a portion of their 


company 
(split-off) 

1Sec. 202 (b), of the Revenue Act of 1918; 
Sec. 202 (c) (2) and (3), of the Revenue Act of 
1921; Sec. 203 (b) (2) and (3), of the Revenue 
Acts of 1924 and 1926; Sec. 112 (b) (3) and (4), 
of the Revenue Act of 1928, and all subsequent 
acts 

2U. 8s. wv 
(1921); 
U.S. 176 (1921) 
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Phellis, 1 ustc { 54, 257 U. S. 156 
Rockefeller 1 U. 8.. 1 ve 57 
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vss 8 


of transaction 
(2), distributes the 


as a dividend to the 


(3) A company, in the type 
described in stock 
company 


ot A 


them of any 


company wi 


\ company; or C company transfet 
stock of its wholly owned subsidiar 


l 
formed E company in exch: 


newly 
the stock of the E company and 
such 


stock o , 7 shareholders 


company as 


Legislative History 


Of these three 
ganization, the 


divisional ty] 
split-up has, 
recognized undeyY the vari 


and the 


since 1918, beer 
ous Revenue 


Internal Revenue ( 


resulting in gain 
participants A 
reorganization, 


change not 
distribution 
1918 to 1924, 


favorable treatment 


from 
receive such 
held to be taxable as an ordinary d 


+ 


to the extent of the 


earnings and profits of 


1924, Congress, be 


except as 


the old corporatio1 In 


cause the same result, 


liability, could be obtained thro 


split-up, recognized the impractical situation 
and provided that 
spin-off transaction 


In 1934, a study on tax revision was con 


ducted by a subcommittee of the Hous« 
Wavs and Means Committee: thi mmit 


IS SUDCOT 


tee prepared a report on Tax Avoidance 


and 


Simpliticati Revenue Laws.’ In the 


mi ¢ rie 


>H. Rep. No. 179 
CB (Pt. 2) 251 

*Sec. 203 (c) of the Revenue Acts of 1924 and 
1926; Sec. 112 (g) of the Revenue Acts of 1928 
and 1932. For reference purposes, several rulings 
issued under these acts may be found in I. 7 
2259, I-1 CB and I. T. 2530, IX-1 CB 1% 

> Statements, House Hearings and Reports on 
the Revenue Act of 1934, at p. 37 


68th Cong., lst Sess., 


1939-1 


> ( 
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For Valid Division of a Business, 
Besides the Statutory Requirements the 


“Business Purpose’ Test Must Be Met 


by the Revenue Act of 1951 


exchanges and reot treatment from the Treasury Department. 
bcommittee suggested In 1948, the Treasury Department discon- 
exchange and reorganization pro-_ tinued the issuance of rulings on this point 
law should be abolished except because of a divergence of opinion as to 
g a tax-free incorporation. whether the split-off was essentially equiv- 
was made atter the Gregory alent to a spin off and, therefore, taxable 
decided in favor of the tax at ordinary dividend rates, or whether it 
ard of Tax Appeals.’ How was essentially equivalent to a split-up and, 
depression, it was therefore, a valid reorganization. The former 
allow gains or losses to be position was taken in several cases and, in 
enized in reorganizations would have a each instance, it was held, because of the 
: n the collection of revenues, exchange feature of the split-off, that the 
e of the examples of tax split-off is essentially the same as a split-up 

schemes presented by the sub and therefore nontaxable 


involy spin-offs Congress c 
volved pin ’ Since October 20, 1951, the effective date 


reorganizations by the omission of . . © 
‘ : of the Revenue Act of 1951, the question 


n from the Revenue Act , 
has been rendered moot and all three types 


of reorganization are recognized as valid. 
Section 112 (b) (11) of the Code provides: 


action was perhaps mort 
ry since the Supreme 
] 1 


lecided the Gregory case” in 


sovernment and refused to i stribution of stock not in liquida 


pin-off transaction carried out tion.—If is distributed, in pursuance 
accordance with the statutory pro ot a plan of reorganization, to a share 


1 


bec: the transaction was without holder of a corporation which is a party to 


Section 112 (b) (11) the reorganization, stock (other than pre 


mn 317 of the ferred stock) in another corporation which 


1 


Code is a party the reorganization, without the 

ason that surrender such shareholder of stock, no 

unsound to impede spin gain to the distributee from the receipt of 
up businesses into a greater such stock hi recognized unless it 
when undertaken for ‘ thi any corporation which 


but added art I rganization was not 


mininize the tended to continue the acti conduct o 


t 
trade or business after such reorganization, 
e split-off from the or (B) the corporation whose stock is dis 


1 1918-192 , ihtful but from 1924 tributed was used principally as a device for 
A , ‘ ‘ t 


1948 the transaction received favorable the distribution of earnings and profits to 


Statements cited at footnote 5, at p. 42 0 S. ‘Rep. No. 781, 82nd Cong., 1st Sess., p. 58 
‘CH Dec. 7841, 27 BTA 223 (1932). 1 Chester EH. Spangler, CCH Dec, 19,183, 18 
Rep. No. 704, 73rd Cong., 2d Sess., 1939-1 'C 967 (1952) (acq., March 6, 1953): Thomas L 
+ 2) 563 and 564 Williams, CCH Dec. 19,483(M), 12 TCM 186 
yoru 1 Helvering, 35-1 S " 9043. 293 (1953) ee, also, Riddlesbarger v. Commissioner, 

165 (1935), aff’g 69 F : 52-2 uste { 9539, 200 F, (2d) 165 (CA-7) 
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the shareholders of any 


to the 


corporation a party 
reorganization.” 


In order to avoid the recognition of gain 
connection with such a distribu- 
following be 


or loss in 


tion, the 


requirements must 


met 


1) 


defined 


Chere be a 


Statute 


mus reorganization 


in the and such 
with the 


judic lary 


reorganl 


zation must comply 


the 


requirements 


established by 


(2) The distribution must 


be 


ot a plan of reorganization. 


Phe 


oT a 


purst 
ance 
(3) 
holde I 
the 


be to 


which l a 


distribution 


must a share 


corporation party 


to 


reorgal 


(4) Th stocl 
(other than preferred stock) in another cor 


portation whicl to the 1 


ization 


ie distribution mt be of 


st 


118 a party eorgani 


zation 


distr ibutee ot stox k 


(6) Any cory 


reorganization 


oration w 


hich is a party t 


continu¢ 


tne 
the 


altet 


must intend to 


active conduct of a trade or business 


such reorganization 


stoc} 
tribute used principally as 


Vice ce) I Sstributior or ¢ and 


pronts 


arnings 


| 
areholders of any corpora 


rrganizatio1 


1 


ISI : Te u hat 


Laln 


t 
| 


ve recognized trom all exchanges and taxed 


when realized; and, second, by Section 


112, to 


terms 


definite 
the 


as tak 


except specifically and in 


' 
those cases of exchange where 


new property received is considered 


ing the place of the old property given up in 


In the 
be an 


section 


connection with the exchange 


spin-off transaction, there must first 
reorganization under 
the 


share hold rs 


exchange 
112 (b) 


transac 


in a 
(4), 


1On, a 


and, as a part ot! Same 
to 
stock in 


In the split-up or split 


distribution 
(not exchange) 
the 
off 
the 


in an ot received 
reorganization 
there 
shareholders but 
all three 
deemed it 


to impede the spin off when undertaket tor 


exchange with 
the 


types 


transaction 1S 


an 


since same result 


is obtained in of 


transac 


tions, Congress longer sound 


no 


a legitimate business purpose 


2H. Rep. No 
CB (Pt. 2) 251 
Cited at footnote 9 


179, 68th Cong., Ist Sess., 1939-1 


718 


September, 


Judicial Requirements 


In 


plan 


determining whether a 


meets the requirements 
the judiciary, 
wl 


tnere aré¢ 
quirements 


\ transact 


lich Nave 


1O} 1or Which a 


status is sought must have a 


ness purpose, as distinguis] 


whose sole purpose is to trar 


and 


profits to stoc kholders: 


corporation that transters 


another corporation het 


r co 
stockholders rece 
the 


must eit 


its ive a stake or 


in organized c¢ 


ot 


yrporate business 
form stock therein, and this stock 
represent a substantial 
~ the 


corporation 


With 


ment, 


part of the 


transferred 


propertte S 


respect to this first « 


the 
organization 


Gregor, Case 
presupposes a 
under a 


corporate business 


and not a corporate 
the 
i distribution 

| The 


a hxtut 


assets 


trom corpora 


tne 
very 


minim 
the 


um 10of 


any ot reve 


ransterol 


ry 
rorme 


enture 


In the 


by the 


or Sect 


Ll 


enactment 
addition of clauses 


nade to codify 


quirements ol all 
| 
i 


the 


attempt Was 1 


reorganizatiol 
court loped. Althoug 


Ss have ae 


requirements have neve1 


of 
effectively 


parent upon a reading 


they have been 


applied 
instances to str 


of 


courts in numerous 


mproper devices tax avoidance 
placing of these safeguards into the 


was opposed in because 

felt that the 

with respeci to spin-offs would cast d 
, 

tie 


the spin-off area. It 


some quarters 


was inclusion of these 


upon application of the court rules 


was argued that 
ups and split-offs and other t f 


be 


limitations, 


\ pe < 
would 
principles and 


ganizations other 


subject to 


thus setting up 


" Pinellas Ice & Cold Storage Company, 3 vst: 
{ 1023, 287 U. S. 462; Le Tulle v. Scofield, 40-1 
ustc { 9150, 308 U. S. 415; Southwest Natural 
Gas Company v. Commissioner, 51-1 ustc © 9340 
189 F. (2d) 322 (CA-5), cert. den. 342 U. S. 860 
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an undesirable and unnecessary difference 


or distinction 


Controlled Reorganization 


lering the formal requirements o! 
is noted that, in the 
Section 112 (g) (1) 

governing section. 


this 


divisive 
(D)? 
\ reorgan 


s usually the 


zation under section is essentially 
that the 


ontrolied reorganization in 


hold 


trans 


shareholders, or both, must acquire 


transteree corporation, as 


lefined in Section 112 (h), 


ntrol Oo! Pe pet cent ot il] 


classes 


f the transferee company. In this 


reorganization, new money may 


through the reorganization plan 


issued up to 20 per cent for 


¢ 


other assets as a part of the 
Thus, the 


plan = 
corporation may not only obtain the assets 


rganization transteree 


from the transferor but may also obtain the 


money or capital which is practically 
necessary for distribute 


some of its stock to the inanagement as ad 


its business or may 


litional compensation 


Statutory Requirements 


mphance witl 
essential is illustrated i 


casl 


1 received for the old 


used 


assets was to purchase 
new corporation, and this new 
ver fT the 


his trans 


immediately turned 


Ss stoc kholde rs 


» constitute a sale of assets 


or stoc k Tor "K OT 


stock it 


connection with a 


Plan of Reorganization.—In 


whether a particular 


determining 


transaction falls within 
the ambit of the definition ot a reorganiza 


der Section 112 (2), where the ex 


“plan of reorganization” appears 


Section 112, its effect is not to 
definition ot 


1? 


reorganization con 


(gz), but to confine 


of gain or loss to such 


pursuant to the plan as 


as t of the consummated statutory 

‘Code Sex 112 (g) qd) ‘The term ‘re- 
organization’ means (D) a transfer by a 
‘orporation of all or a part of its assets to 
inother corporation if immediately after the 
transfer the transferor or its shareholders or 
both are in control of the corporation to which 
the assets are transferred 

G. C. M. 3110, VII-1 CB 51 
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reorganization itself, and, in a prope: 
by a party to the reorganization.’ 


\ “plan of reorganization” must con 
template the bona fide execution of one ot 
the transactions specifically described as a 
and the 


each of the 


reorganization bona fide consum 


mation of 


requisite acts unde 


which nonrecognition of claimed 


Such transaction and such acts must be an 


Lain 18 


ordinary and necessary incident of the con- 
luct of the enterprise and must provide for 
a continuation of the \ scheme 
departure 
procedure, devised 
adopted with reference to a transaction 


on which the 


enterprise 


which abrupt 


involves an irom 


normal reorganization 
and 


imposition of the tax is 


eminent, 1S not 


a plan of reorganization.” 


With respect to a spin-off transaction, the 
statute requires that the distribution be tn 
pursuance of a plan of reorganization \t 
various times in the past it has been recom 
mended that 


limitations, 


some provision, with 
should be 


free distribution « 


certam 
made for the tax 
stock 
thoug! +} 


hner¢ Nas 


in another corpo 


ration even 


been no 
Section 112 
entitled 
spin off 


reorganization 
(b) (11), a 


certain 


Since, undet 


corporation 1s under 
circumstances to 


reated corp 


stock ot 
a newly ration, it has beer 


suggested that a c« 


rporation ought to have 


the choice, depending upon business condi 
tions, between 
to hold the 
corporation to be 
stockholders, and distributing the 
stockholders lhe 


distribution to shareholders 


creating a new corporation 


assets in question, such 


owned 


new 
directly by its 
assets 
directly to the direct 


of stock was 


irst held 1 he 


dividend by the 
od vy EB being 


treated as a dividend in kind and not pul 


ordinar\ 


Pea 


taxable as an 
Supreme Court in 
sucl 


sier, 


distribution 


Suant to a plan Of reorganization 


Party to a Reorganization.- 
mitext, the term 


From its 
“a party to a reorganiza- 
ion’ can only mean a party to a transac 
tion specifically defined as a reorganization 
by Section 112 (g) (1) and includes, in ad 
dition, only a corporation specified in Se« 
tion 112 (g) (2). Section 112 (g) (2) 


contains a limited definition of “a 


that the 
resulting 


party 
to a reorganization,” 


“includes a 


Stating term 


corporation trom a 
7 Regs. 111, Sec. 29.112 (g)-2: 
ties Corporation, CCH Dec 
at p. 493 (1933) 
® Regs. 111, Sec 
*S. Rep. No. 52, 69th Cong., 1st Sess., 
CB (Pt. 2) 345: Hearings, Ways and 
Committee, Revenue Revisions 1947-1948. p 
"1 ustc { 21,247 U. S. 347 (1918): see, also 
Howard F. Burns, CCH Dec. 8047, 28 BTA 28 
aff'd 35-1 ustc { 9307, 76 F. (2d) 937 (CCA-6) 


Edison Securi 

9501, 29 BTA 483, 

29.112 (g)-1 

1939-1 

Means 
1594 
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both 


ns the case of a reorganization result 


reorganization and includes 


corpotfa 


ing from the acquisition by one corporation 


of stock o1 another.” In the 


spin-ofrt, 


1 


beginning of this article, ( 


properties ot 
second example ola given at the 
and E com 
panies are parties to the 
they 
cifically defined as a reorganization by Sec 
tion 112 (g) (1) (D). Corporation D is 


not a party to the reorganization™ tor it 1s 


reorganization, 


since are parties to the transaction spe 


apparent that no reorganization oO! 
ration D 


either 


corpo 


was contemplated or occurred, 


within the meaning of a reorganiza 
112 (g), or within 
any accepted or recognized meaning of that 


term 


tion as defined in Section 


S pe e¢ h | t 1s be 
would not be 
mnduct of a trade 


in ordinary or 

that corporation D 
able to cease the 
or business (the 


legal 
lieved 
active ¢ 
statute requiring only that 


parties to he reorganization continue the 


active conduct trade or business) be 


cause such ould make the dis 


tribution of t cof J essentially 


, compan 


equivalent to a dividend 


Stock (other than preferred).—The regu 
Section 112 (b) (11) are silent 


meaning of stock (other than pre 
distributed in the 


lations under 
as to the 


ferred) which is reo! 


ganization. In the absence of a contract 


classifying stock witl to rights and 


st« ck 


respet t 
obligations, e€ac h share ot 
rights, that is, 


to corporate 


has equal 


rights to management, rights 


property, and rights to pass 


on changes of the original contract. How 


ever, 


preterences might be accorded one 


stock over anothe1 ith 


class « 


respe ct to 


corporate distributions (in liquidation 


income), redemption rights, or tl 


tion against dilution of equity 
ticular ( rT Liy, the 


t 


restrict 


preterred 


tended t 
bail-out, preferred stock 


stock 
] 


is merely earnings and 
: 


proht t ] I I id : Stock whicl is 
preferred as to ome nd 


distributions in 


liquidation, res if the formal 


name 


attached t Ss I ass, is no doubt pre 


ferred stock | 
112 (b) (11) Lhe 


stock which is 


ection 


distribution of common 


convertible into preferred 


stock could cause difhculty and might be 


attacked as a device to circumvent the un 
rms and int 
ute.” It is to be 
} held 


nas be en 


ambiguous te entions of the 


Stat 


that it 
char 


however, 
that it is the 


note d, 


present 


'f, Helvering v. Bashford, 38-1 ustc § 9019 
454: Groman v. 37-2 


9533, 302 U. S. 82 


Commisstoner , 


Olns 


September, 


19353 @ 


acter of the stock that is determinative; 


undet certain tactual situations it 


ceivable that common stock converti 
preferred may be distributed.” The 
solution to this problem, where 

tion of | 
not to 


claimed, is, 


stock 


ain 1s 
distribute 


conversion teature 


, 1 , , 
Since neither the statute nor the regula 


tions expressly or impliedly invalidate o1 


prohibit a reorganization under Section 112 
(zg) (1) (D), followed by a distribution 
under Section 112 (b) (11) of both com 
mon and preferred stock, or common stock 
held prior to the 
stock 

there would 
must be 


facts of the 


Nor y require 
the distributing corporation to distribute all 
the stock received in the 
However, it would 
which 


reorganization along witl 


common 


tion, 
which 


received in the reorganiza 
appear to be a proble m 
settled in the light 


particular case 


does the statute 


specificall 
reorganization 
that the 
support the 
would ordinarily require the 


seem business 


reasons reorganization 
distribution of 
all the stock received in the reorganization 
It is possible would not 
distribute all of the stock 


the bondholders, in consenting to the 


that a corporation 
be required to 
where 


reorganization and to protect their equities 
required the distributing corporation to re 
tain a portion of the stock received in the 
An even more questionabl 
where the bondholders 


a distribution of a 


reorganization 


case 1s presented 


would requir« 


the stock to themselves Under 


cumstances, the validity of the enti 
Tt 


yn is subject to criticism on t 


the requisit continuity 


lac king 


Surrender by Distributee of Stock. 


viously, where there is a surrender by 


distributees of all or a portion of their ho 


I if 
1 


ings in the distributing corporation 


but will 
a split-up or split-off and must qualify as 
under Section 112 (b) (3) 


transaction cannot be a spin-off, 


exchange 


Active Conduct of a Trade or Business. 
Che first specific limitation imposed 
the spin-off transaction is that any 
ration, a party to thi 
intend at the 


tinue in the 


time of the transactio1 


active conduct of a 
business: In the 


Section 317, 


Congressional debate « 


an amendment to the 


prot 
roposer 
I 


! 


22 Pioneer Parachute Company, Inc 
15,191, 6 TC 1246 (1946) 
Vermont Hydro-Electric 

8403, 29 BTA 1006 (1934) 


, CCH Dec 


Corporation, 
Dec 
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section was offered to the effect that where the formation of the new corporation to pre 
any of the corporations liquidated within vent the distribution from acquiring the 
three yea! r the reorganization, it would aspects of a taxable dividend. The question 
ve assumed that such liquidation was con- next arises as to what extent can a corpo- 
emplated at the time of the transaction.“ ration be considered to be engaged in the 

is amendment was opposed on the grounds active conduct of a trace 


or business when 
as up to the parties to prove the’ its only function is to hold the stock of 
yurpose of the transaction and, another corporation. The courts have held 
t} 


the amendment was unnecessary, that the mere holding of securities is not 


fact, situations arising after the the active conduct of a trade or business 
transaction might require termination of one but where the holder of the securities also 
f the corporations before the expiration of | participates in the management of the com- 
any stated period of time pany whose securities are owned, such 


participation will constitute the active con- 


: sency $1 been 0s Il ¢ 
requiring the continuation of ali corpo : mr . 
: , 112 duct of a trade or business.’ Che Senate 


reorganization, Section 
; committee report contained an example of 
prevents an arrangement, the re 


‘ ; ' a transaction limited to the transter of 
the Gregory case, wherein the 


stock of a “subsidiary,” whether or not a 
ssets would be transferred to the 


majority of stock in the subsidiary is owned 
oration and the assets which are : ‘ ‘ 
; ‘ Since a majority ownership of stock is not 
istributed would be retained in the ; * 
required, the regulations to give effect to 


; 


rporation, which would then be liqui . S. * 
I ¥ +] + iain sa the term “subsidiary,” defines a subsidiary 
t would seem that the Stat e and . ; 
. ‘ (a) as one in which the majority of its 
regulations require, where there has ; 
voting stock is owned by another corpora- 
been a termination by any corporation 1n ra A 
; tion, or (b) as one in which a part of its 
1 in the transaction, that the entire 
stock, whether or not a majority of its vot- 


voivet 


ansaction be opened to further scrutiny 


: ; ’ ing stock, is owned by another corporation 
ot such a termination, the. taxpayer! 


under such circumstances that the policies 
able to indicate the additional P 


1] , 1 of the first corporation are directed by the 
s compelling the termination, which . 


second corporation.” Thus, for the pur 
ns were not contemplated at the time Can 112 (1 11) 
7 7 oses O! ection Z(D) ( , a corporation 
the transaction.” W here the termina I 5 I 


, ' ' may transfer the stock, whether or not a 
ion can be sufficiently related to the trans- 


rear i plan t majority of the stock 1s owned, of another 
»as to be a part oO an overTr-ali jan tO ; 


‘ corporation if that corporation is controlled 
and profits, then the distri ; I gir tac 
, by the transferor and if the transferee cor- 
taxable at inary rates ; 
ration aiter the transaction exercises con 


ost difficult type of spin- trol over the subsidiary to the same extent 


the tormation oO! a as the transteror corporation before the 


ansfer to it of stock transaction. This principle is stated in the 


another corporation regulations and is illustrated as Example 1. 
he new corpo 


Another case which presents difficulty in 
ibution of the new cor 


determining the application of Section 112 


1 


he shareholders of the 


(b) (11) is a reorganization involving the 
ation Such a transaction * > 


“ae spin-off of liquid assets; that is, cash, gov 
enactment of Section ; _ ° ’ 


tack transferred had  “=e™ bonds, or securities which make up 
Stock transterred nad 


‘ an investment portfolio These cases are 
rel ld 
yareholders 


: illustrated in the regulations in Examples 2 
tion, such distribu ; 


: and 3. Apparently such a transf 
able at. ordinary API il \ ( 1 transfer is al 


lowed only where the operations of the new 
earnings 
business are related to the old business, and 


where the liquid assets are transferred with 


the intention of using them for a specific 


purpose, tor example, for the purchase of 


particular business assets, which purpose 


1011 , : 
a busi UrpO ( por is fulfilled In such case, the transfer is 


97 Cong. Rec. 12215 * See cases cited at footnote 21 
> Regs. 111, Sec. 29.112 (b) (11)-2 2° Contra Lonsdale wv 
S. Rep. No. 781, 82nd Cong., 2nd Se 392, 32 F 
“ Hugene Higgins, CCH Dec. 10,710 
aff'd 40-1 vs1 q¢ 9445, 111 F 


2), aff'd 41-1 ustc § 9233, 312 U 


Commissioner, 1 usr 


(2d) 537 (CCA-8, 1929), cert. den 
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treated as a transfer of the particular busi- 
ness assets acquired with the liquid assets. 
The examples bring out that a transfer of 
cash for use as working capital will not 
affect the validity of the transaction; how- 
ever, the business 
the stock held in the 


stitute a substantial part of all the 


assets transferred and 


subsidiary must con 


assets 


ot the corporation 


Earnings and Profits. ( 
striction, imposed by Sec 


second re- 
112 (b) (11), 
is that the corporatio hose stock i 
listributed must m e been 


used prin 


pally as a device for distribution of earn 
ings and profits to the shareholders of any 
orporation ‘ D: vy to the 


his 


1 
uit Oo < aly mc¢ 


reorganization 
difh 


it necessarily overlaps 


, , 
standin 1ione, 1S 


with requirement that any 


orporation a party to the reorganizatior 


must intend at the time of the transaction t 


continue in the active conduct of a trade o1 


Evidently, it is 


busine ss 


intended primarily 


to discourage and invalidate the 


S¢ reorganl 
zations which are entered into with the 


stockholders to sell 


of enabling the 


1 
the stoc k, and which are followed by 


of the stock 


purpose 


, 
a sale 
received by the shareholders.” 


The net effect test and the substantiall 
equivalent language of the Bagley c: * will 
no doubt play an important rol 
validity of the 


transaction \ 


mining the 
ol the 


business purpose 
redemption, or 
other disposition of stock by the distributees 


it some time after the transaction would it 


licate that the transaction was merely 


device tor the distribution of earnin 


protits Therefore, where a sale, 


oO! othe 


disposition has taken 


distributees must show that sucl 


demption or other disposition h: 


tion to the plan of reorganizatio1 
not contemplated at the 


Folk 


subsequent sale 


ganization wing th tvI t reasor 


ing, the redemption of 


the stock by the shareholders is treated as 
part of one transaction rather than a series 


of transactions. The problem is intensified 


} 


to the re 


in that if, prior organization, such 


shareholder had made a disposition of a 


portion of the original stock any gain from 


such disposition would ordinarily have been 


taxable 


at capital gains rates. However, 


such been a reduc 


! 
case, there would have 


tion of the shareholder’s control o1 pi 


residual interest in future earnings 


Che general rule in Section 115 (b) that 
every distribution is made out of earnings 


or profits to the extent thereof and tron 


the most recently accumulated earnings or 


profits does not apply to a distribution whicl 
under Section 112 (b) (11) 


because ot the provisions of section 115 (h) 


is not taxable 


Inasmuch < 
+} 


gain to the distributees from 
12 Tec yt h stock is recognized by 
law, the rs and profits of the 


leror! 


trans- 


corporation ar¢ left undisturbed and 


ie distribution not considered a distribu 


; ; 


m of earnings or pronts in determinit 


t] earnings and 
1913, on 


a subsequent distribution as a 


t amount ol! 


profits 
umulated since February 28 
The new 
ceipt ol! 


corporation by virtue 


assets in exchange for 
receives a mate 


ings and profits of the 


part of tl 
old corporation and 
these earnings and profits are thereafter 
available for distribution by the new corp: 

under Section 115 (a) and (1 


Effect of Section 1 5(c) 


Section 15 (c) may apply to a particular 
transaction notwithstanding that there has 


been a anization under Sx 


112 (g) | , for a major purpose of the 
reorganization ma be to secure additional 


surtax exemption excess profits credit 1 


conjunction with other bus 


supporting the reorganizatio1 


rmining wh 


particular reorganization 
ial surtax 


cre dit, 


exemptio 


profits consideration must be 


as to whether the tax advantage 


is sufficiently substantial 


ipared t th other 


reorganization 
business purposes 
be considered a major pur 


W here tiie 


tormation 


rganization 


pose 


1 


reorganization involves the 


two or more new corporations, it would 


appear more likely that tax exemption is a 


major purpose of the reorganization 


[The End] 


There are two requisites for good leadership. 


To be a leader, one must know where he is going, and he must have followers.''— 


Representative Allen of Illinois. 


an Os P 
164 (1952) 


Chamlerlin, CCH Dew 


722 September, 


18,935, 18 TC 
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The Costs of Administration 
May Be Greater Than the 


Revenue Derived from This Tax 


Presto! Pennsylvania Taxes 
Interstate Commerce 


By |. H. KREKSTEIN 


E hie: Pennsylvania Legislature in 1951 
enacted a property tax on net 
erived trom 


income 
state. 
| oop Hole” 
Act, followed on l I rf the Spector 


as clearly decides 


sources vithin the 


Chis legislation, styled 


] 


“ASE In 


l 
Supreme Court that 


United 


tates 


onnecticut had no authority to tax foreig1 


] 


rporations privilege of 


doing an 
Pennsyl- 
onnecticut, had 


exclusivel 


business 
been 
corporations a 
interstate and 


awaited 


corpora 
ipanies, 
Pennsylvania, 
did not 


1 
; 


m re tax 
from tl 


| ] 
sens¢ Phe LOSS 


is latter type of corporation 


vas material, particularly from railroad and 


all of 


for a long term 


if 


mity Companies W ich leased 


y and franchis¢ 


entitled 


contrast d 


Pennsylvania, 


aX ads 


with 
income tax, and enacted in 


1935 as < on the doing 


privilege of 
aimed at the 


derived ft sources it 


business, plainly income 


Pennsylvania of 


Act of August 24, 1951, P. L. 1417, as 
amended by the act of December 27, 1951, P. L. 
1763, and re-enacted July 20, 1953 (Act No. 143) 

2 Spector Motor Service, Inc. v. O’Connor, 

stc { 200-044, 340 U. S. 602 (1951) 

The states of Massachusetts, Montana, 
York, Oregon, Tennessee, Utah, Vermont 
Washington also impose privilege taxes 
ured by corporate net income and 
property or direct tax on income 


New 
and 
meas- 
have no 


Pennsylvania Taxes Interstate Commerce 


* Street 


(1) foreign corporations 
interstate and 


business” in 


engaged exclu 


sively in foreign commerce 
or not “doing 


Pennsylvania, 


and (2) companies not 


domestic “doing 


business.” 

A lower state court 
validity of the tax in Stone Transfer 
Company v. Messner® The taxpayer in this 
case, a Virginia corporation, filed a bill in 


equity against the Commonwealth of Penn 
sylvania seeking to f 


has sustained the 


Roy 


restrain enforcement of 
the law. The court ruled that Pennsylvania 
had the constitutional right to impose its 


property tax on the net income derived 
+] 


from 


acti motor carriers. 


The plaintiff operated its motor trucks in 


) 1 - 
Pennsylvania over irregular routes pursuant 


ficate of public convenience issued 
Interstate 


Commerce Commission. 


contracts, orders or solicitations for 
transportation of cargo 
cepted vithin 


ments for 


vere made or ac- 
and no pay- 
services rendered 
were received by the corporation within the 
commonwealth No office or 


Pennsylvania, 


Pennsylvania, 
transportation or 


terminal was 
and no em- 
ployees performed any services within the 
state except those pertaining to the 
transportation. In short, it 
that the activities of the 


maintained in 


inter 
state was ad- 


mitted company 


in Pennsylvania were exclusively interstate 
commerce 


‘Commonwealth v 
Railway 
D. & C. 208 (1943) 
564 Dauph. 240 (February 24, 1953) Excep- 
tions have been filed and, probably, an appeal 


will be taken to the Pennsylvania Supreme 
Court 


Reading and Southwestern 
Company, 54 Dauph. 227, 50 





A certified public accountant, the author is a 
partner in the firm of Laventhol, Krekstein & Co., 


Philadelphia. 


Formerly he was Deputy Secretary of 


Revenue and Director of the Bureau of Corporation 
Taxes, Department of Revenue, Commonwealth of 
Pennsylvania. He is coauthor, with Leighton P. 
Stradley, of Corporate Taxation and Procedure in 
Pennsylvania, the second edition of which was 
published in 1952 by Commerce Clearing House, Inc. 


LS LE TT TTA. eS LT SASL I RS RENEE 


In its bill of complaint, 
ontene that the lé 


tax on the privilege 


Lorize tax on net 
} | ] 
income tact that this new law 


is worded very much the 


as the Pent 
sylvania Corporate Net Incom« 


Same 


which Imposes ;¢ se tax on th 
of doing bu 


difficult to perplexity that 


this ruling reat Both are 


temporary 


taxes at the rate of 5 per cent on the net 


income returned to and 


ascertained by the 


federal government after deducting divi 


dends received; consolidated returns are not 


permitted; net cannot be 


operating losses 
Car©rrie d 


losses on tangibl 


back or forward; the and 


capital assets are specif 


gains 


Penn 
location; he 


tangible 


cally allocated within and outside of 


sylvania depending up: 


based 


t 
Oss 


allocation tormula is 


property, payroll 
‘ 


rie da 


upon 


receipts; and 


and 


payments, the procedures fot 


filing ( and for settlement and 
adjustment of the ti are identical 

he title of the law provides that the tax is 

An act to provide revenue for state pur 
poses by imposing a property taza on the 
net incomes derived from within the 
Commonwealth and the imposition of tax 
that ‘‘Every corporation carry 
ictivities in this Commonwealth or own- 
ing property in this Commonwealth shall 
pay a state property tax on net income derived 
from sources within the Commonwealth : 
(Italies si ppliec 

Act of Mi: . 22 2 kh TE 
imended by Act of December 
P. L. 1746 

SiIn ¢ wealth 
50 Dauph. 243 (1940) 
held that the tax 


sources 


section provides 


ing on 


ommon Baytk Cigars, In¢e 

the Dauphin County Court 
is an, excise or privilege tax 
rather than a property tax, and, in 
wealth 4 Electric Storage jattery Company 
51 Dauph. 90 (1941), that the tax is not upon 
income as such, but a tax upon the privilege 
Pennsylvania as measured 
Warner 
Pa. 270, 27 Atl 


Common- 


of doing business in 
by net income In Commonwealth 1 
Brothers Theatres, Inc 445 


724 September, 


1953 @ 


There three elements to every tax 


the rate, e measure and the subject or 


incidence levy 


tates may taxes 


property 
derived from 
commerce, but not on the 


on corporate inc 
State 


yme inter 
privilege 
of deriving such income 


the tax is the 


Che incidence 


deciding factor Thus, 


the incidence is income,” the tax is 


f the incidence is the privileges 


the tax is invalid.” 


business, 


dence of a tax governs its scop 


vania decided to have two tax 


net income, one with 
and the 
} 


vuUSINeSsS 


dence, other 
engaging in 
measure, having 


the tax, remained 


This 
but nonetheless, by 
Roy 


case decided that Pennsylvania acquired the 


significant difference may seem trivi 
so simple 


‘tone 


a devi ¢. the 


court in the Transfer Compan 


} 


authority to tax corporate income derived 


from interstate commerce Such legal 
was obtained by 


that 


providing 
every 


corporation “carry 


ties or Owning property” Penns} 
(2d) 62 (1942) the Pennsylvania Supreme Court 
ilso held that net income as 
the base upon which the tax is measured, not 
the tax itself’’ (italics supplied), and further 
stated We are not considering an income tax, 
but an excise tax for the privilege of doing 
business in the Commonwealth, based upon net 
income as returned to and 
Federal Government Surprisingly, the Penn 
Sylvania Supreme Court, despite the above, in 
sustaining the validity of the Philadelphia 3 
Mill Mercantile License Tax ordinance in Na 
tional Biscuit Company v. City of Philadelphia 
June 26, 1953, regardel the 
come taxX as a property tax 

West Publishing Company 1 UWcColgan, 27 
Cal. (2d) 705, 166 Pac. (2d) 861 (1946), aff'd, per 
curiam, 328 U. S. 823 (1946) 

‘In Kelly wv 
598 (1935), the 


ascertained is 


ascertained by the 


corporate net in 


Kalodner, 320 Pa. 180, 181 Atl 
Pennsylvania Supreme Court 
held that a tax on income is a property tax 
Spector Votor Service, In 1 O’Connor 
cited at footnote 2 
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shall pay a “state property 


from 


tax on net income 
within the Common- 
and by defining such income to in 


derived 
wealth” 


sources 


clude tangible or intangible property located 


or having a situs in Pennsylvania and any 
activities carried on within the state, “regard- 
whether 
interstate or 


less of carried on in intrastate, 


foreign commerce.” 
By this legislative magic, a privilege tax 
transformed 


was into a property tax 


Other States 


Pennsylvania 
lity, but 


may credit for in- 
credit for origi- 
route in 
consequence, and 
its bank 


claim 
claim 

California by the 
thieved a 
then 


cannot 
same 
similar 
has had two taxes (1) 
rporation franchise tax, a tax im 


the privilege of doing business, 


corporation income 


tax imposed on 


tax, a prop 
‘orporations not 

after the Dan 
which it 


sub 
to the former Georgia, 
decision,” in was held 


‘ration engaged exclu 
ommerce was not liable 

state’s income tax, added to its law 
i to California’s that in 


le from activities carried 


“regardless of whether carried 
interstate or toreign com 


California and Pennsyl 


of Georgia has tackled its 


taxing income from interstate 


reign commerce by amending its 
income tax law instead of estab 


taxes 


also, by amendment to its law 
1937 


inc provision in its ex1st 


tax on income, in 


position of “an annual’ 


clusively interstate 


1:1 
LIK 


( 
i 


ve aime nde d 


providing fora 


derived from 


commerce 
| 


decisio } 


Dan River 
(2d) 771 (1950) 
“The Impact of the 
Decision,”” TAXxES—The Tax 
1951, p. 523, finds that 21 states, in addition to 
Georgia and have a single law im 
posing tax on corporate net which are 


Redwin Mills, 
1,61S.E 
Roesken, in Spector 


Vagazine, July 


Minnesota 


income 


Pennsylvania Taxes Interstate Commerce 


direct tax on income, as illustrated by the 
following involving 
privilege tax on income. 


cases Pennsylvania's 

In Commonwealth v. Central Tube Com- 
pany, the taxpayer owned United States 
securities prior to January 1, 1935 (the effec- 
tive date of the act). On that date, the 
bonds had a value in excess of cost. They 
were sold in 1937 at a profit. The taxpayer 
in denying liability for tax on the gain 
raised two questions: (1) Could the state 
proht derived from the 
sale of United States securities? and (2) If 
such a tax was valid, could the profit accru- 
ing before the effective date of the act be 
included in the tax base? 


The tavor 
of the commonwealth on the grounds that 
the tax was for the privilege of doing busi- 
ness within its borders and could be meas 
ured by property itself may be 
immune from taxation; and since the tax is 
not on income, but 


impose a tax on 


court decided both points in 


which 


measured by 
income returned to and ascertained 
by the federal government, the appreciation 


simply 
the net 


of securities before the effective date of the 


act could be taxed by the 


commonwealth 


In Commonwealth v. Electrolux Corpora 


the taxpayer, pursuant to permission 
granted by the Commissioner of Internal 
installment 
method to the accrual basis of reporting in 


Revenue, 


changed from the 


come for federal tax Taxable 
of change included the 
deferred profit on installment 
subject of the tax is not 
ourt held that the 
permitted to 
measure of the tax any 


purposes 
income tor the year 
accumulated 
sal S Since the 
income, the <¢ common 
wealth was include in the 
income which was in 
cluded in net income returned to the federal 
government despite the fact that the income 


arose trom prior year transactions 


Frank G. Shattuck 
taxpayer operated a chain ot 
45 restaurants, of which unit 


In Commonwealth uv 
Company,” the 


one was In 


Pennsylvania. During the year 


the entire 


in question, 
pront 
the Pennsylvania unit sustained a loss 
that the 

enterprise, 


chain realized a net 


while 
The 


aiter deciding was 


sant 
court, 


company 
held 


right to impos« 


engaged in a unitary that 


Pennsylvania had the its tax 


on the company for the privilege of doing 


business in Pennsylvania by 


statutory allocation fractions 


t in the 


of these 


nature of privilege taxes, and that 
states, only Arkansas and Colorado 

provide for imposition of the tax on 
interstate and foreign commerce 


speciiically 


7 ( 12) 


1 
(1948) 


& C. 199 (1942) 





net income of the chain despite the fact that 
the company suffered a loss in the state. 
Here again, the validity of the state’s tax 
hinged upon the fact that the incidence of 
the tax was not income, but the privilege of 
doing business in Pennsylvania. 

If the subject of the tax in the fe 
cases had been 
the courts 


rregoing 
that 


favor ol 


income, 
would 
the taxpayer 


it is probable 
have decided in 
because in each instance, the 
income in the measure ot 
the tax turned on the theory that the tax 


was not on income as such, but merely 


right to include 


was 


measured by the net income returned to 


1 


ascertained by the 


and 
federal government 
that, although 
a properly framed direct tax on 


income can include income 


Cherefore, it would seem 


states with 


derived from in 
terstate and foreign commerce, 
types of 


certain other 
illustrated above, 
included in the measure 


income, such as 


only can be 


privilege tax 


Taxable and Exempt Companies 


It is not here intended to take issue with 


drawing hairline distin¢ 


property 


the judiciary for 


tions betwee ni 


and privilege taxe 


m corporate net having the 


income 

s it intended to chal 

a state for having two 
the express purpose 

atching m« < 


but rat 


rporations in 1ts 
examine some ( 
problems 


vania’s interpreting 


ministering its 


1 ’ 
P< nnsyivanila 
taxable corporati 


] 
| 


, : " 
be noted that the tax appli 


panies that are not subject to 

net income tax, Pennsylvania's privileg 
on income Attention by the department of 
directed to the fol 


types of corporations 


revenue first has been 


lowing with varying 
degrees of activities in the state, which prior 
to the 


garded 


enactment of the new law were re 


as exempt from Pennsylvania’s priv 


ilege taxes 


(a) Interstate motor carriers operating 
over highways in Pennsylvania under a cer 
tificate af public convenience issued by the 
Interstate Commerce Commission and hav 
ing loading depots and pickup trucks within 
Spector Motor 


Such companies are clearly hable for 


the state as in the Service 
Cast 
the tax since the privilege of engaging in 


interstate commerce is not the 


subject of 
the tax; the reasonably apportioned income 


' Cited at footnote 2 
* Memphis Natural Gas Company 1 
2 stc { 200-030, 335 U. S. 80 (1948) 
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September, 1953 @ 


derived from sources within the state 
subject of the tax 


is the 


(b) Pipe-line companies with lines run 
ning through Pennsylvania and ] 


with local 
activities in the 


state consisting of a pump 
and crews. Such 
panies also should be liable for the tax since 
the incidence of the tax is the income de- 
rived from local property in 
the state and not the privilege of engaging 
in exclusively 


ing station repair com 


activities and 


interstate commerce.” 


(c) Domestic companies of the type held 


the courts to be exempt from the privi 


lege tax on 
in the 


income because their activities 
state do not constitute doing business 
Such companies likewise clearly are subject 
to the tax because income and not the priv 
ilege of doing business is the incidence of 
the ts Che : 
Reading and 


Company,” 


court, in Commonwealth 7z 
Street 
“doing 


Southwestern Railwa 
that business” 
Pennsylvania and having property employe: 


or used in the 


held 


equivalent 
and, therefore, a privilege tax 1S 
domesti 


State are terms 


invalid if 
company’s activities do not const 


tute doing business in the technical sens« 


though it owns income-producing pro] 


in the state 


d) Interstate motor carriers operating 
over Pennsylvania highways without loadu 
depots, pickup trucks or any other propet 


or establishments permanently or wholl 
Pennsylvania 
ration was held to be 


Roy Ston 


cated in This type of corp: 


subject to the tax 1 


Transfer Corporation case 


found that the company re 


tion in carrying out interstat: 


operation 


1 

deliver 

state, and picking up of carg 
' 

delivery outside the state are 


vhich took 


events 
place in Pennsylvania Chere 


fore, the taxpayer’s activities carried on in 


1 
local enter 


test of 


Pennsylvania essentially 
Although the 


onstituted local activities so as to subject a 


were 


court’s what 


prises 


company to a tax on income derived fron 


sources within Pennsylvania, may have beet 
less rigid than in any of the cases previ 
ously decided by the United States Suprem« 
Court, the remains that unless the de 


cision is reversed, 


tact 
such companies are liabl 
for the tax 


(e)} Foreign industrial and mercantile cor 
with 


porations 


interstate a 
Pennsylvania such as revealed by 


exclusively 
tivities in 


”% Cited at footnote 4 
»® Cited at footnote 5 
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Pennsylvania's initial problem is 
finding taxable corporations. 


+ 


lpha Portland Cement ™ 
Publishing ( 


he tacts in the and 
West There 
seems little doubt that such types of corpo 
ations likewise are subject to the tax. 


ompany~ cases. 


\lpha Portland Cement Company had its 
ant in Pennsylvania and maintained a sales 
fhee in Massachusetts 


tted to 


Orders were trans 
the plant by the salesmen employed 
Massachusetts, and after being accepted 


Pennsylvania, the cement was shipped 


Mas 


ie busi 


and invoiced directly to customers in 


sachusetts and oth states. Since t 


ness involved was exclusively interstate, 
denied the right | the 


United States Supreme Court t 


Massachusetts was 

impose its 
= | 

tax ¢ ie privilege of condu 


ness in that state 


The West Publis 
nesota corporation, was engaged in the 
usiness of selling law books and other pub 
United States and 
During the year, the 


books into 


ications throughout the 
roreign countries 
California 


pursuant to orders taken there by rour reg 


ympany shipped its 


rly employed solicitors In approving 
the tax, the United States Court 
found that the had offices i 


1 as employees who devoted 


Suprem«¢ 


local 


axpayer 


¢ 
] 
I 


(alitornia as we 


ill time to soliciting orders, receiving pay 


ments, adjusting complaints and collecting 


lelinquent accounts 


However, 


to corporations 


hitt 
t 


Pennsylvani: 


ries, 
quantum 
and it is 
commercial 
to be liable 
or revenue 
shipped by 
Pennsylvani 


agents 1n 8) 


strators or service men are maintained 


corporations 


their in 


reports 


sent into Pennsylvania, sucl 


ure subject to tax on a portion ot 
come and are required to file annual 
Thus, corporations selling their products o1 
rendering services to customers in Pennsy] 


held to be 


file returns when orders ar 


vania are liable for the tax and 
ire required to 
taken by agents in the state regardless of 


where the orders are approved, where col 


Portland Cement 
Massachusetts, 1 st« 


Company 1 Com 


§ 246, 268 


1 Alpha 
monwealth of 
U.S. 203 (1925) 
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lection takes place and title to the goods 
even if the company is without a 
any other office in Pennsylvania, 
without stocks of goods or other tangible 
property in the state, and without engaging 
in any other form of activity in the state. 
This sweeping 
quire practically 


sending 


passes, 


sales or 


would re 
corporation 


interpretation 
every toreign 
into Pennsylvania 


a tax on a portion of its net 


representatives 
to submit to 
income. All corporations filing unemploy- 
ment contribution reports with the Pennsy] 
vania Bureau of Employment Security are 
construed to be giving employment in Penn 
sylvania and if not registered to do business 
in Pennsylvania are being requested by the 
department of revenue to fill in and file a 
questionnaire describing the nature of their 
activities in Pennsylvania 


reveals that 


If the question 


naire sales are being 


made or 


services rendered to customers in Pennsyl 


vania, demand is made 


upon the company 


for a tax report 


Notwithstanding 
the Roy Stone 


the trial court’s logic in 
Transfer case involving in 
transportation, it is difficult 
companies engaging exclusively 
commerce, without property o1 
(other than trans 
portation companies), can be held liable for 
a tax on income 


tl 


he state 


terstate motor 
To see how 
in interstate 


a domicile in the state 


derived from sources within 
In due time the question prob 
ably will be considered by the Pennsylvania 
courts and until then, the issue will remain 


unsettled 


Allocation Formula 
Basically, the allocation formulae in the 


] 


two Pennsylvania corporate income tax laws 


ire the same (three Iractions, 


payroll 
different 


consisting ot 
tangible property, 


But 


and gross re 


ceipts). language governing 
the allocation of payroll and gross receipts 
in the new law (the property tax on in 
come) result in the 


Pennsylvania than 


may allocation of more 


would be al 
located under the old law (the privilege tax 
measured by income). 


income to 


The old law provides for the allocation to 
Pennsylvania of only the compensation paid 
to employees “not chiefly situated at, con 
nected with, or sent out from, premises for 


the transaction of business, maintained by 
the corporation outside” the state; the place 
of performance of the service is immaterial 
But, under the new law, in addition to suc] 
pavroll, the 


compensation of employees 


* Cited at footnote 9 





From the corporation's viewpoint, 
the requirement of filing annual tax 


returns in every state in which 
employees operate foretells the need 
for more extensive record keeping 


and added tax department personnel, 
the cost of which may be out 
of proportion to the tax involved. 


maintained by 
| 


aiso as- 


working from establishments 
outside the 
signable to Pennsylvania to the extent that 
such employees perform services within the 


’ 


the taxpayer State, 1S 


state. Thus, the numerator of the fraction 
Pennsylvania em 
well as all or a 


payroll of out 


contains the payroll of 


ployees as portion of the 
of-state employees devoting 
a part or all of 


ance of services within Pennsylvania. 


their time to the perform 


adopts d 
distributing 
the compensation of salesmen working both 
within and outside the state and a mileage 
operated truck These 
methods ordinarily should produce reason 
able results, but might be 
stances in which these apportionments may 
be inequitable 


The department of revenue has 


a proportion-of-sales basis for 


basis for drivers 


there circum 
Furthermore, there may be 
dividing their 
time between Pennsylvania and other states 


other types ol employees 
There is 
will 
methods of apportionment in 
that the prescribed methods do 
not apply or if another method would pro 
vide a more reasonable result 


which call for an apportionment 


reason to believe that the department 


accept other 


the event 


As for the 
allocations of receipts from rents, royalties, 


gross receipts traction, the 


construction contracts, interest and divi 


dends are identically the same in both laws 


Here the similarity, as interpreted by the 
department, ends. The statutory provisions 

*% The Act of May 16, 1935, P. L. 208, as last 
amended by the Act of December 27, 1951, P. L 
1746, provides 

The amount of the taxpayer's gross receipts 
from business assignable to this Commonwealth 
shall be, (1) the amount of its gross receipts 
for the taxable year except those negotiated 
or effected in behalf of the corporation by 
agents or agencies chiefly situated at, connected 
with, or sent out from, premises for the trans- 
action of business maintained by the taxpayer 
outside of the Commonwealth eg 

For interpretation of this 
statute, see Commonwealth 1 
Battery Company, cited at footnote 8; Com- 
monwealth v. Continental Rubber Works, 347 
Pa. 514, 32 Atl. (2d) 878 (1943): Commonwealth 
v. Quaker Oats Company, 350 Pa. 253, 38 Atl 
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portion of the 
Electric Storage 


September, 


1953 @ 


and all other 


The old law provides 


for the allocation of sales 
gross receipts differ. 
that all such receipts shall be as 
signed to Pennsylvania except those nego 


tiated or effected by agents or agencies of 


gross 


the taxpayer working from premises main 
tained by the taxpayer outside the stat 
The effect of 
Pennsylvania only the gross receipts aris- 


this decision is to allocate t 


ing from the efforts of representatives work 
ing from establishments.” The 
law, in addition to such sales, also al 
locates to 


Pennsylvania 
new 


‘ 


Pennsylvania “sales made in the 


Commonwealth.” ™ The revenue 


ment interprets this provision to mean that 


depart- 


the gross receipts arising from all orders 
taken by f 
while calling on customers in 


representatives of the taxpayer 
Pennsylvania 
are assignable to Pennsylvania; the fact that 
delivery is made from a outside the 
that title to the 


other state, and that acceptance or approval 


point 


state, goods passes in an 
of the order takes place outside the state is 


immaterial. 


There is diversity of opinion as to the 
correctness of the department’s interpreta 
tion of this portion of the law, but, 
no appeals have been filed with the 
Until the issue is judicially determined, the 


question will remain unsettled 


as yet, 


courts 


Relationship 
to Local Personal Property Tax 


All counties in Pennsylvania 
four mill personal property tax on shares of 
stock and other personal property owned by 
In addition, the school districts 
of Philadelphia and Pittsburgh impose an 
other four mills, and the City of Pittsburel 
an additional two mills on the sam« 
of property. One of the 


impose a 


residents. 


classes 
exemptions 1S 
shares of stock of foreign corporations not 
liable for the 
chise tax 
lege ot 


Pennsylvania foreign 
The latter is a tax 
doing business in 


computed at the rate of % per cent on the 
(2d) 325 (1944): and 
Coal Mining Corporation, 360 Pa. 7, 
14 (1948) 

* The Act of August 24 
last amended by the Act 
P. L. 1763, provides 

“The amount of the corporation’s gross re 
ceipts from property and activities assignable 
to this Commonwealth shall be, (1) the amount 
of its gross receipts for the taxable year from 
services rendered, work and contracts per 
formed, the sales made in the Commonwealth, 
and all other gross receipts, except those nego 
tiated or effected in behalf of the corporation 
by agents or agencies chiefly situated at, con 
nected with, or sent out from, premises for the 
transaction of business maintained by the tax 
payer outside of the Commonwealth : 
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(2d) 


1951, P. L. 1417, as 


of December 27, 1951 





actual value of the corporation’s 


capital 
stock, and is in addition to tl i ge tax 
other 


is granted to owners re- 


net income he 
no immunity 
Pennsylvania for the shares of the 


liable for the 


corporations 
income 
rcumstal 
corpo 


SOM ases, be 


economical than lability for the cor 


poration income tax if the stock is owned 


yxy Pennsylvania residents But, the sele 
he privilege tax is not optional 


wrderline cases in 


significant corporate 


ransa nnsylvania may result in 


, ft ’ 
tivities Suimcient t 


OT 
on 


exempting 


per sonal 


Revenue Yield 


ioophok aw 


igh the 


rminate the tax 


may elle 


immunity of Many 


ie of $4,500 
Direct and indi: 


it being 


assun 


rcentage ite! 
Here is how 


money £0 


Food. 


a.m. Ol 


It takes from 8 a.m 
an eight-hour working day to 


earn enough to pay for tood 


Pennsylvania Taxes Interstate Commerce 


and international 
find the marketing and production fields in 
Pennsylvania sufficiently attractive to war- 
rant the maintenance of local establishments 
and inventories 


rations of national 


scope 


Therefore, the activities of 
such corporations within the state usually 
are sufficient to constitute the performance 
of intrastate business, thus establishing lia- 
bility for Pennsylvania’s privilege taxes and 
immunity for the The remaining 
foreign corporations to which Pennsylvania 
seeks to apply the tax usually transact a 
proportionately small amount of local busi- 
and deny liability for the tax. 
But, even if all such corporations would be 
liable for the tax, it is doubtful whether the 
will adequately 


new tax 


ness 


many 


vield 


st of administration 


revenue compensate 


ror the ce 


corporation, 
filing annual tax returns 
every in which 


1 


the requirement o 


From the viewpoint of the 
f 


employees operate 


. P 
retells the 


need for more extensive record 


keeping and added tax department person- 


1 which, in many instances, 
proportion to the tax in- 

keen interest in how the 
1 Pennsylvania's ambitious 

tax has been manifested 
with minimum activities in 
shudder at the prospect of 
following Pennsyl- 


[The End] 


union 


It takes from 9:36 


enough to pay 


Transportation. 


earn 


Housing. time 


1 1) tr 
ised S 


TAXES. time out tor lunch, 
thie tire u { is It 11 54 


3:34 p.n 


a.m. to 


Medical and personal care.—The 


clock moves from 3:34 to 3:56 


item akes from 


Clothing. 
3:56 to 4:27 


Reading and recreation.—The hands 
] locl from 4:27 to 4:44. 


THLOVE 


Other goods and services.— The rest 


day till 5 p.m. accounts 
hoped that thes« 


vill not give the 


figures 
worker indigestion 
during his lunch period; at any rate, 
he can figure on having a restful period 


at the week end, perhaps 





Besides Using This Section to Spread Income, 


Tax Relief May Be Gained 
by the Judicious Use of Deductions 


Deduction Benefits Under Code 


107 of the Internal Revenue 


YECTION 
Ss ( ode 


is a measure It 


templates a taxpayer reporting for taxation 


tax relief 


con 


in one year most of his compensation or in 


come 1 


from performed, 


work 
had 
compensation or 

while he 


services, oO! 
over several years. If he 


accrue d, 


received, oO! 
income peri 
the serv 
ices or work, spreading it over these several 
would subjected it to 
at lower surtax rates. 


his 
, 
odically was performing 


vears have 


taxation 
Chus, in the 
$36,000 for services, 01 
from 1950 through 1952 
he has reported tor 
year. He 


1953, taxpayer receives 


work performed, 
During this time, 
taxation $10,000 pet 
will find that he must 
larger income tax on $36,000 added to 
$10,000 in 1953 than the total of the 
on $12,000 added to his income of 
1950, 1951 
$36,000 


pay a mucl 


taxes 
$10,000 
and 1952 


for each of the years 


The 
dividing this amount evenly over the 
while he performed the 
work at the rate of $12,000 per year, 
of $10,000 already 
those 
tax for 


reduced tax on results from 


three 


years 


services Ot 


adding 


it to his incom« reported 


in each of years, computing the in 


crease 1n each year 


caused thereby, 
and finally increases. The 
total of additional the tax 
on $36,000, received in 1953, under Section 


107 of the Code. 


adding these 


these taxes 1S 


doctors, 


Section 107 (a)* covers lawyers, 
promoters, brokers and other self-employed 


persons who receive or accrue in one tax 


‘Sec. 220 of 
amended by Sec 


730 


the Revenue Act of 1939, as 
139 of the Revenue Act of 1942 


September, 


1953 


least pe 
the If 


months or more lax 


able year at cent of the total 


compensation for personal serv! 


lasting 36 calendar 
relief is granted by spreading this lump-sur 
compensation to the 
the 


before its 


compute 
evenly over each month of 


tax on 
period ot 
the personal services receipt 
accrual in the taxable year. 

107 


and 


Section (b) 


inventors 


covers authors, artists, 


composers who 


receive, 

at least 80 per 
of the gross income from their particu 
lar artistic that 
more 
relief is provided by 
income to compute the ta» 
preceding the clos¢ 

limited to 36 calendar 
months or the period of the work preceding 
the close of such year, whichever period is 
(Robertson v. U. S3) 
the taxable 


accrue, in one taxable year 


cenit 


composition or invention 


takes at least 36 calendar 


months or 


; 


o accomplish lax 
spreading this 
on it 


over a period, 


the taxable year, 


shorter Therefore, 


year is always included in the 
period of allocation regardless of 


work is done 


hus, the taxpayel 


I : will spread 
ot $36,000, 


or the work received, or a 
2 the ate ol $1,000 
per month from January 1, 1951 to Decem 
ber 31, 1953, even though the work 
from 1950 through 1952. If he had 
the work on January 1, 1952 

complete it until December 


received or accrued 


crued, in 1953, evenly 
lasted 
started 
and will not 
31, 1954, but 
the income of $36,000 
for it in 1953, the period of allocation will 


still end with December 31, 1953. It begins, 


139 of the Revenue Act 
ustc 9 9343, 343 U. S. 711 


of 1942 
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107 income) over the period of allocation, 
prescribed in either subsection (a), (b), or 
(d). This allocation would call for spread- 
ing equally over the same period those de- 
ductions for expenses, attributable to the 
Section 107 income, paid or incurred in the 
taxable veat 


Option to Use Section 107 


° Chis problem is illustrated when the tax 
ection payer pays, or incurs, in 1953 expenses of 
$9,000 attributable to earning the Section 


107 income of $36,000 reported in the same 
veal He may find that he will pay the 


smallest tax if he cz 
By CHARLES B. BAYLY, Jr. ie Pee — 
) disregard section / in computing 
Tax Attorney, is tax on this income 
Columbia Broadcasting System, Inc. aie a <2 
( ) Allocate us: expenses oO! 1953, attrib 
utable to earning the Section 107 income of 
that vear, evenly over the same period as 
that of allocation of the income instead of 
deducting such expenses against his other 
oss income for 1953; or 
mnths and requit ete rT (3) allocate only a part ol the Section 
$36,000 over th eter “eaeied 107 income of 1953 over the prescribed pe 


ry 


, rio I “ati 
reo asada gee riod of allocation 


\\*o “1 eR In general, taxpayers may proceed as in 
: (1) and as in (3), but not as in (2). Step 
I l i¢ 
. ; : 3), however, accomplishes the same result 
he specific causes listed Phese 
) 


: as if taxpayers had followed step (2). These 
include bankruptcy or receivership 


three steps will be discussed in the ordet 
listed 


f the employer, dispute over the employer's 


compensation determined 


ourt proceedings, I itt an arise where the tax 

the compet av wil ot | » to use Section 107. 

governmental he hi ars luctions for 1953 which 

or order t he Section 107 income received 

finally paid in this year, allocation of the income to 

than 15 pri vears will not result in a lower tax 

s incom nstead, by allocation of the income out of 

mpensation meet 53, B ught lose the full benefit of his 

ts is called “back deduction. for the taxable year However, 

ymmputed by adding he may compute his tax on the Section 107 

vould have income of $36,000 for 1953 as if Section 107 

respective vere not in existence This choice follows 

eross mcome tro t wording of each subsection of the 

taxable year to which such portions \ hus under Section 107 (a) the tax 
respectively attributable, as determined on tl compensation “shall not be greatet 


ler regulations prescribed by the Com an” the tax computed under the act. This 


sioner with the approval of the Secretary.” wording implies that the tax may be less 

In other words, he can compute his tax 

on the compensation under the usual rules 

Deductions for Expenses or under Section 107 (a) and pay the lesser 
amount so computed. Subsections (b) and 


[The problem to be discussed is whether a 


(d) read the same way. 
taxpayer is entitled, or required, to allocate : 


is net compensation or income from the Section 107 (b) contains one limitation, 
rvices or work (hereafter called Section however, on the option to use its provisions 


Sec. 119 of the Revenue Act of 1943 


Code Section 107 731 





Mr. Bayly is a member of the New York, 
Connecticut and Ohio bars. His book 
entitled Minimizing Taxes on 
Professional Income was published in 
May by Newkirk Associates, Inc. 


his limitation is that a tax may be 


puted under its terms on only that 


com 
part ot 
the gross income from the artistic work or 
invention “which is not taxable as a gain 
from the sale or exchange of a capital asset 
held for more (After Sep- 
tember 23, 1950, this limitation affects only 
gross income from inventions. The reason 
this date, Section 210 of the 
Revenue Act of 1950 amended Section 117 
(a) and (j) of the Code so that a literary, 
musical, o1 


than 6 months.” 


is that, on 


artistic composition, or copy 


right can no longer be taxed as a capi 


tal asset.) 


Step (2) is illustrated by an example. In 
1953, the taxpayer pays or incurs $9,000 of 


expenses, attributable to earning the Section 
107 income 


year He 


of $36,000 received in this same 

this deduction of 
$9,000 to be taken against his other income 
for 1953, if 
hand, he may wish to use this deduction to 
reduce the Section 107 
$36,000, allocated at the rate 
month over the period from Tfanuary l, 
1950 to December 31, 1952. (Implicit in the 
right to elect is the premise that he 
allocate over the 
and not the 
required to 


may desire 


large enough, or, on the other 


gross income ol 
of $1,000 per 


must 
period of services the gross, 
net, compensation.) If he were 
Section 107 
would be 
Allocation of net income has the 


allocate his net 


question here raised 


income, the 
| 


answeret 


same result as allocating 


t | 
the taxable year, | 
of that year, evenly 
of allocation The 
under consideration, however, apply only to 
Section 107 
by expenses attributable 


attributab income 


‘ 
over the same period 


statutory 


provisions 


the gross 


income, unreduced 


thereto 


Back Pay 


Thus, in Weldon D. Smith? in 1945, the 


taxpayer collected, by the successful end 
litigation, $212,000 in back pay that 


have 


ing of 
should been paid to him for several 
prior years. He then paid $25,000 to his 
Section 107 (d) covered this 
In figuring his tax on $212,000, 


attorney. 
back pay 
‘CCH Dec. 18,453, 17 TC 135 (1951), rev'd, 


on other grounds, 53-1 ustc 9317, 203 F. (2d) 
310 (CA-2) 


732 September, 


1953 @ 


he deducted his 
other 


from _ his 
1945 and 
$212.000 


attorney’s fee 
taxable income for 
allocated the back 
over the proper period. 
on the other hand, 


gross 
gross pay of 
The Commissioner, 
allocated the attorney’s 
fee over the same period as that of the gross 
back pay. The result was the same 
tion of the net back 


the period. The Commissioner’s contention 


as alloca 


pay or $187,000 over 


was based upon the wording of Section 107 
(d), requiring computation of the tax on 
back pay as “the aggregate of increases 
in the taxes which would have resulted from 
the inclusion of the respective portions of 
such back pay in gross income for the tax- 
able years to which such portions are re- 
spectively attributable, as determined under 
regulations prescribed by the Commissioner 


Under 
111, 


with the approval of the Secretary.” 


this statutory authority, Regulations 


Section 29.107-3, on this point read 


“For the purpose of under 


section 107 (d) the particular taxable yeal 
or years to which the 


determining 


back pay is attrib- 
utable and, if such back pay is attributable 
to more than one taxable year, the amount 
thereof which is attributable to each of such 
taxable years, the 
applicable: 


“ta? shall be deemed to 
be attributable to a particular taxable year 
in the amount and to the extent that it would 
have been paid in such year (Ital 
ics supplied.) 


Under this 


sioner claimed that the back 


following rules will be 


Back pay 


wording Commis 


i} hy] 


Dutable 


then, 
to each year was a 
by the all cable pal 
of $25,000 


reduce d 


taxpayer's | 
the Swuth ommis 


oner cannot require 


le ne expenses 


the taxable year attributable to earning the 


back pay be allocated over the same period 


as that of the back pay or, in other words, 
he cannot require that the net back pay be 


allocated over the The act 


power, by regu 


proper period. 
gives the Commissioner the 
lations, to determine “the taxable vears 

which such portions [of back pay] are re¢ 
spectively attributable,” but “such por 
back 


taxpayer, likewise, 


ion 
mean the gross, and not the net, 
For this reason, the 


no option fo allocate 


such expenses over 
period of allocation 
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Artistic Work or Invention 


with regard 


subsection 107 (a) 


same conclusions follow 
and 


SS Compensation tor per- 


operation ol 
nee 


1 
sonal 


is the q@1 
from the 
that are to be 
proper period 


services and gross income 


artistic work or invention 


allocated over the In addi 
tion, these provisions give the Commissioner 
no authority deter- 


period of allocation. 


to implement them in 


mining the proper 


Exceptions 


However, this general rule that Section 


107 authorizes only the gross compensation, 
back pay to be allocated to 


taxable years or accrual to 


income, Or 


before recely 
compute the tax, is subject to two apparent 
exceptions Section 107 


income had been reported evenly over the 


+ 
yt 


One is when, if the 


vears included in the period ot alloc ation, 


expenses attributable thereto would likewise 


have been paid or incurred evenly over the 


same period. The other is that income from 


the sale of an artistic work or invention is 


income property, the cost of 


from 
must first be 


is derived 


which 
recovered before gross incom«¢ 


If some of the 


taxable 
year would have been incurred in prior years 


expenses Ot the 


known, then such ex 
allocated to 
would 
this 


e amounts are 
e to be 


amounts that 


such years in 


have been paid or 
d during 
in 1953, the 
the publication of his 


$7,200 in «¢ 


allocation 
receives $36,000 
book 
ommissions to literary agents and 
These 


percentage ol the 


period of 
taxpayer 


and pays 


rewrite assistants 


commissions are 


based upon a 


amount ol 
work and are 
income He 


$200 of 


iS gross 


income trom the 


| b] 1 t ; 1c} 
paVabvie upon receip 0 such 


t allocate $800 


mus 


minus 
pe riod o! 


expe nses 


($1.000 


expenses) t 


allocation 


$7,200 income in 


income 


m 1951 


lat word 
mitting the tax 


income from the work to be 


64] j 


taxes attributable to it “had 


ably over” the period 


| 
The tax attributable to the 
1 over the period 


income as r¢ 
| 


ommiussions. ‘The reason is 


been received 


the con 


Income 


mis 


Code Section 107 


sions would have been immediately payable 
in such would have 


reduced by that much the gross income al 


years and, therefore, 


located to each year. 


The same ruling, on the other hand, 
that paid to detend actions for 
libel arising out of the publication of the 


work, are not to be allocated over the period 


States 
expenses, 


of 36 calendar months. The distinction be- 


kinds of 


agents 


tween these two expenses—com- 


and 
and expenses of litigation- 


missions of rewrite assistants 


is that the latter 
have been paid or in- 
curred until publication of the book in the 
taxable year. In addition, payment of the 


expenses could not 


commissions is legally dependent upon re 
ceipt of the from the work, 
while payment of the expenses of litigation 
is not (Since the wording 
of subsections 107 (a) and 107 (d) is similar 
like that in I. T 
3773, is to be expecte d regarding these sub- 


gross 


income 
sO de pe nde nt 


on this subject, a ruling, 


sections.) 


The ru 2 AY 
iable 
The 
require allocation of the gross Section 107 


3773) under Section 107 
and limited in 


three statutory provisio1 s 


(b) is questior will be 


application 
income over the prescribed period. It is 
what taxable 
year would actually have been paid had the 
Section 107 inc 
over the period of allocation 
cannot be 


hard to say expenses ol the 





me received evenly 


The 


interpreted to require 


been 
section 
allocation 
of expenses over the period. 


Lhe second exception to the 


Section 107 


that 
income is to be 


rule 
only gross 
allocated over the period of allocation, arises 
in cases of sales of artistic compositions, 
under Section 107 (b). For 
example, in 1953, the sells for 


$36,000 an artisti 


Or inventions, 
taxpayer 
work or invention that 1s 
asset H¢ 


rk amounting to 


not a c: capitalizes all ex 
$9,000, 


1953 


penses I t wo 
including 
The 
be allocated 
receipts oO! 


$9 000 


some paid or incurred in 


eross income from the work that is to 


over the period is the gross 


$36,000 minus the expenses of 
All capitalized expenses must first 


be deducted Irom the 


t before 


amount received on 


the ot an asse 


1S realize d. 


any gross income 


This example is no reaily an 
| pl t 1] 1 


exception ( the rule here discussed, be 
cause only the ween the re 


and the 


difference het 


ceipts from the sale of the property 


expenses, representing its cost or basis, is 


gross income This income is then allocated 


over the proper period 


| to compute the tax 


on it under Section 107 (b). 





Che taxpayer may desire as 


many ex 
penses as possible of the year of reporting 
Section 107 income, attributable to the serv- 
ices or work, to be allocated over the same 
period as that of the income. This situation 
would arise if he has very little other income 
in the taxable year 
deduct the 
to the Section 107 income of $36,000 
Commissioner of 


which to 
$9,000 attributable 
The 


Revenue cannot 


1953 against 


expt nses of 


Internal 
require such allocation of expenses for th¢ 


reasons already discussed The 


taxpayer 


cannot so allocate these expenses for th« 


Same reasons 


The taxpayer's inswer then is to elect te 


to only 
his Section 107 income of $36,000 or $27,000 
Only 
prior to the taxable veal Che 
of $9,000 


apply the section three quarters ot 


1 


this amount will be allocated to year 


expenses 


attributable to $36.000 will then 


be taken ; deduction against the balance 


of this 5 1OT 107 income left 1953 or 


$9 000. The result ; I] ti 


i@ same aS alloca 


yt the net compensation or income ¢ ver the 


on 


period ot allocation 
Chis procedure i O01 with respect 


to the operation of § tion 107 (a) by Gu 
( Myers. In thi : the 


ceive d 


taxpayer ré 
hve sep: items ot 
income Deductions 
were taken a: if these ite ms Ac 


to apply the 


Amst tour 


cordingly, he elected sectiol 


to only the fifth The Tax 
is election The result 
of Section 107 (a) 


alu ‘ the act with 


item Of incorne 
1 th 


approve ad 


Court 


follows from the wording 


permitting ope! respect 


to “any part” ensation for pet 


sonal services total compensatiol 


meets the statutory requirements. The word 


ing is broad enough to cover part ol 
Section 107 income, whether 


from several sources 
Although the 
does not clearly taxpayer has 
an election to apply th ion to only 
part of his gross income trom a 
work or in 


Mvyers Cast 


This reasoning is that the 


artistic 
of the 


ention, the reasoning 


1 


may apply here als« 


section contains 


nothing that compels the t 


taxpayel! avall 


Section 107 


ot the taxable year 


himselt of its terms as to any, or all, oi 

income to which the section is applicabl 
In addition, the effect of Robertson v. U. S 
above, is to permit application of Section 
107 (b) in any case to only a part of the 
taxpayer's gross income from a particulat 
artistic work or invention Inder this sub 
section, at least one third of the 


Zross in 


come must remain in the taxable yea! 


against which expenses of that year may be 
deducted, 


least one third of the 


because this vear is always at 


pt riod of allocation 


Finally, a taxpayer may apply Sectiot 
107 (d) to his net back pay ol! the 


year, Or any 


taxable 
other part thereot, 1 such part 
exceeds 15 per cent of his total gross incom 
for such year ere is nothing it 


subsection that xpavyer to 


{ 
‘ I 
11 

O all Ol 11 ack pay 
, 


aS iong « an part 1 


ment 


Conclusions 


Chus, in effect, 


pointed out, 


| taxpayers 


allocate expenses ol 
tributable » the Section iU/ Ine 


allocatio1 This option 


the section t< 
only that part 


rross Section income that exceed 


deductions for such expenses, paid, 
curred, in the taxable year 


Section 107 of the Code is a tax relief 


measure (Juestions of its operation ar¢ 


more difficult to answer than questions of 
its coverage The issue here is not whether: 


lief, but how 


a taxpayer is entitled to tax rel 
much tax relief he 


Myers 


payers 


gets The Smith and 
cases, however, are support for tax 
to elect the options here discussed on 
treatment of deductions for expenses oO the 


taxable vear. attributable to earning 


com 
pensation, gross income, or back pay meet 
ing the requirements of the section. The 
questions here raised and the suggested 
answers illustrate only a few of the poten 
afforded by Sec 


[The End] 


tialities for tax reduction 
tion 107 


“Construing such conglomerate provisions requires a skill not unlike that called 


for in the decipherment of obscure palimpsest texts.”’ 


So said 


Mr. Justice Frankfurter, in Calmar Steamship Corporation v. Scott, 73 S. Ct. 739 
(1953), with reference to a Lloyds of London wartime 


policy on a ship. However, some ordinary insurance policies require an even 


greater skill than that. 


7CCH Dec 


734 


16,930, 12 TC 648 (1949) 


September, 1953 @ 
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Executive Stock 


By J. H. LANDMAN 
New York Attorney; Professor of Tax 


: | 
Cel 


htive 


w 


IMPERATIVI! 
be 


enterpris¢ 


that business in 


cultivated if 
to 


controls, 


our system ol 


IT end in 
public ownership, or 
the 
70 
reached, the 


et is survive and not 


vernment 


rse still, communism Long before 


maximum && 


per cent individual and 


per cent corporate 
hit 


Ono mic 


tax rates are 


pre motive is stifled because of deterring 


event of failure, and 


¢ 


in the 


losses, 


because ot confiscatory rates, 1 suc 


aX 


sstul 


One w of national pros- 


to by 
an executive an option to purchase 


preserving out 


perity is encourage management 


olfering 


1 
Shares 


of stock in his corporate venture at 


attractive prices. If the intent of the parties 
in doing so is to provide the employee with 
incentive effort through 
p 


I 
1l¢ 


ater 


the 


all lor gre a 


IT 


sucl 


. receipt ot 
with the 
at a bargain pi 


it 


1etary interest, 


i 
privilege, its attending 


exercis¢ 


stock and 


acquisition o1 ce, 


if 


Ss subsequent appreciation, value 
Ch 
until the 


stoclk 


any, il 
the tax 
employee disposes of sucl 
Phe 
diffe rence between his selling and 


The 


The c rporate 


escape tax incidence ot is de 


ed 


t 


fer? 


acquired extent of his capital 


ain 1s the 


his bargain option prices executive 


Ss no possible risk ot loss 


employer, on the other hand, sacrifices an 


} 
t 


‘ 
oO Lilie 


lal 


( 


| 
i 


e deduction t extent of this 


veen the stock selling and option 


exchange preater employee 


greater cor 

valuable 
te 

the 
of 


national 


more 


WiSé redound, also, 


economic and tax advantage of 


general public and the Treasury becaus« 


é 


he anticipated atten 


vell-being 


stock in the alterna- 


be 


y 


Executive options, 


may in nature 


1\ 


W het! 


e. compensatory 


er they are proprietary ncentive) or 


Executive Stock Options 


Restrictions on Proprietary Options, 
Imposed by the Treasury, 


Are Stifling Executive Initiative 


Options 


Law, New York Law School 


the intent of the 
parties concerned, with almost diametrically 
opposite 


compensatory 


compensatory turns on 
Since 
addi 
when exercised, they are not 


and economic results. 


stock 


tax 
options create 
tional income 
as attractive 


do 
deduction 
Phe 
pensatory 
apt to be 
measure, by 
otte1 


preciation 


to executives, although they 


provide emplovers with an offsetting 


executive preters proprietary to com 
options the latter are 
confiscated, in large 
advanced tax rates, whereas the 
an opportunity to enjoy ap- 
without a 
The employer, too, 
might well prefer the former because of the 
stimulation that business in the 
t the employee, as 
immediate 
that 
afford 


tax distinction between 


because 
currently 


rormer 


in stock values cor- 


responding risk of loss. 


stake 


1 
a 


1 
} have 
the 


eduction 


venture mig 


1 with 
, 


| 


on 
ompare¢ corporate 


increased tax ¢ the additional 
compensation might 


Che tundamental 
proprietary and compensatory stock options 
this: In the former the free 
grant of the stock and the differen- 
tial between the market and option prices 
I stochk 
emplover 
d 
fo 


employee 


is 


situation, 
option 
the are ignored by 
pur- 


price 


exe rcis¢ 


upotl 


he and emplovec tor tax 


the bargain 
stock 
tu 


1s 


pe ses, 


tl 


al option 
the 


disposition. 


18 
hands of the 
On the 
nature, 


i¢ basis the 


in 


oO! 11 re 


other hand, if it 


t} 


compensatory in 


stock 


aforementioned 


ie free grant of the 


1, but 


ignored, 


i remains 


differ 
deduction fc the 
taxable to 
and the basis of his acquired 


option 
tax the 
treated 


and 


ential is as 


] 


add 


a tax I 


employer itional 


the 
stock is increased by this spread 

1923 1939, the recog 
nized only compensatory stock options. The 


income 
employee, 


From to ‘Treasury 


yt t 


at under 


at 


sale « substantial 


property a 


evaluation to ar 


taxable 


735 


employee was 





the time of exercise, measured by the spread 
between market The 
did not exclusive 
variety of stock They developed 
the judicial distinction that whether options 
were compensatory or proprietary depended 
upon the 
situation.” 


and option prices.’ 


courts concur in this 


options 


facts and circumstances in a given 


From 1939 to 


on stock 


1945, the 


options was the 


Treasury view 

same as that of 
1939, it promulgated T. D. 
4879,° in which it yielded to judicial think- 
ing on this 
that this 


absence oO! 


the courts. In 
issu It is interesting to note 
epoch is characterized by an 

judicial the 


matter of stock options 


controversies in 


Smith Case 
The 


United Supreme: 
26, 1945, is an 


history of 


Smith decision rendered by the 


States Court on February 
unfortunate event in the 
stock options, not be 
faulty, 
regulations that 


executive 


cause the decision was but 


be cause 
the Treasury were promul- 


gated thereon were unwarranted. 


Che facts 


in this case were as follows 


\ corporat 


employer had contracted to 


rganize another corporation in considera 


stock in the latter 
in 1934 by the 


purpose. He was paid, in 


Smith was 


rormer corporation 
part, 
lattes 
grant 
1938 


vith an option to buy stock in the 


t 


at lal! 
Smith 


market value at the time of the 


the option in 


1939 He earned, 


exercised part of 


+ 


and the balance in 
consequence, 
woul 


ployer 


stock 


| the optioned 
ugh stock to fulfil 
demand The 
Suprem«¢ yurt d that Smitl earned 


in both years measured 


respective spreads 


taxable 
by the 


fully income 
between the 
market and option prices on the delivery dates 

This 
the then prevailing 
and with the ¢ 


It rightfull held that the 


decision is clearly in harmony wit] 


Treasury 


lic ial 


regulations 
oncurrent ju thinking 


Smit! stock 


options were compensatory and not proprie 


T. D. 3435, Il-1 CB 50 (1923); Regs. 65, Art 
31: Regs. 69, Art. 31; Regs. 74, Art. 51: Regs 
77, Art. 51: Regs. 86, Art Legs. 94, 
Art. 22(a)-1 (1936) 

- Taplin v. Commissioner, 2 ustc § 549, 41 F 
2d) 454 (CCA-6. 1930); George W. Van Vorst, 
‘CH Dec. 6768, 22 BTA 632 (1931), aff'd 3 ust« 
968, 59 F. (2d) 677 (CCA-9, 1932); James W 
Everhart, CCH Dec. 7612, 26 BTA 318 (1932): 
Salvage v. Helvering, 35-1 ustc { 9228, 76 F. (2d) 
112 (CCA-2): Omaha-National Bank v. Commis- 
sioner, 35-1 { 9140, 75 F. (2d) 434 (CCA-8) 
Gardner-Denver Company v. Commissioner, 35-1 
"#9113, 75 F. (2d) 38 (CCA-7) 
v. Commissioner, 37-2 ustc § 9467, 92 F 
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USsT« 


USsT« Rossheim 


(2d) 247 
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tary in nature The taxpayer himself 
admitted that the appreciation in the value 
of the stock in the reorganized corporation 
was to 
The 
this 
ceived 


him for his 
others further bore out 
Che that Smith re 
in the reorganized, and not in 


compensate services 
testimony ot 
contention fact 
stock 
the employer corporation, was also signifi 


cant in this regard 


T. D. 5507 and |. T. 3795 


Were it not for the Treasury’s liberties with 
the interpretation of the Smith case, this 
would only have consti 


Court 


de cision 


Supreme endorsement pre-1945 
Creasury and judicial policy on proprietary 
and compensatory stock options 

It did make a c 
ot stock 


altogether 


ntribution to the subject 


options, although the idea is not 


new, by propounding the con 


taxability of an 


cept ol the economic benefit 


by including in taxable income “any 


benefit 


compensation, 


econ- 


omic or financial conferred on the 


employee as whatever the 
effected.” 


granting of the 


mode by which it is 
Che thought that the 
may be a taxable event is clearly 
Where a stock option at the 

| market value, the Treasury 
well entertain the thought of 
option, 
that 


basis for it Ot 


form of 


option 
suggested 
time of grant 
laS a might 
taxing thi 
with the consequence 
the employes ld also have a tax 
course, in the absence of 


block o! 


the option price for the 


an enhanced value for a stock, 


where stock is the 
same or higher than prevailing prices at 
time of grant, it difficult fo 
Smith cz 


taxability 


would be 
| he 


authority for the 


[reasury to prevail 


is not 


stock options at the time of grant, n¢ 


the pertinent current Treasury regulations ° 


-ontemplate taxing option grants. The Tax 


proble m ot 


‘ourt has already considered the I 


1e taxable values of a vested right t 


tock option and of an option grant at t 
found ly 


istigation of a taxpayer. It 





in the given situations the f 


rant fixing any values for 


-7): Delbert B. Geeseman, CCH De 
38 BTA 258 (1938) (acq.) 
1939-1 CB 159, amending 
22(a)-1 and Regs. 94, Art. 22(a)-1 
Art. 22(a)-1 Regs. 103, Sec. 19.22(a)-1 
111, Sec. 29.22(a)-1 
‘Commissioner % 
S... 277, 
S. 695 
324 U. S. 177, at p. 181 
* Regs. 111, Sec. 29.22(a)-1 
John C. Wahl, CCH Dec. 19,405, 19 TC 
No. 81 (1953): Harley V. McNamara, CCH De 
19,495, 19 TC No. 112 (1953) 


Regs 


Smith, 45-1 
rehearing den. 45-1 
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On April 12, 
gated both T. D 


in so doing, 


1946, the Treasury promul- 

5507 * and I. T. and, 
it did violence to a reasonable 
interpretation of the Smuth The 
consequential Treasury regulations practi- 
possibility 
options, and 


270C 9 
3795 


decision. 


1 , 
cally denied the 
Stoc k 


bet yeen 


of proprietary 
constituted any spread 
taxable 
that on the sale 
employee “for an amount 
market value .... the 


between the amount paid for the 


} 
} 


and option 


] 
market prices 


compensation They Say 


I property to al 


han its fais 
and the amount of its fair market 

value ts in the 

shall be 
; 


empioyec 


nature of compensation and 


included in the 


gross income of the 
(Italics supplied.) 


Treasury policy as to stock 


follows: 


that 
option 
acquired of the em 
affiliated corporation constitute 
compensation in the year of pur 
to the 
establish the em 

stock. The 


a corre sponding 


in Summary, as 


conclusive presumption 


market and 


between 
the stock 

| 
1oOve;r r 


axabl 


added 


Phis 


amount may be 
cor 
take 

compensation, if not un 
n amount. The granting of the 


no matter how 


‘ 


may 


substantial a 


1 
a taxable event 


the ywever, yields fully 


taxable income, but its lapse creates no 


deductible loss. The donating of the option 
is a nontaxable transaction, but its exercis¢ 


as executed by the 


February 
Smith decision), 


| rmi ib] 1 
il permiussibie pre 


before 


not substan 


apparent that 


authority 


[reas 
when it promul 


. 


§1946 CB 18 amending gs 111, Sec 
29.22(a)-1 
1946 CB 


99 29(a)-1 


amending Legs 111, Sec 


” Regs. 111, Sec 

1 James M. Lamond, CCH Dec 
TCM 51 (1946): Norman G. Nicolson, CCH Dec 
17,267,° 13 TC 686 (1949); Malcolm 8. Clark, 
CCH Dec. 17,828(M), 9 TCM 719 (1950): Donald 
B. Bradner, CCH Dec. 19,014(M), 11 TCM 566 
(1952): Martin L. Straus II], CCH Dec. 19,127(M), 


29.22(a)-1 


14,972(M), 5 


Executive Stock Options 


gated T. D. 5507 and I. T. 3795 to the 
extent that they legislate beyond the scope 
of the Smith case. 


The Court has held that the true 
pre-Smith approach as to proprietary stock 
options survived that decision, and it has 
set aside T. D. 5507 and I. T. 3795 insofar 
as they limit stock options to the com- 
pensatory variety. 


Tax 


It has had before it pre 
and post-February 26, 1945 options (the 
date of the S»uth decision), and at no 
time did it make a declaration outlawing 
the possibility of proprietary stock options 
As for the former group, in all of the de 
cisions but two after April 12, 1946 (the 
promulgation date of T. D. 5507 and I. T. 
3795), no compensation had been found by 
virtue of the exercise of employee stock 
cptions.” One exception is the Van Dusen 
The therein was whether the 
purchase of stock at bargain option prices 
from the president and not from the cor 
poration yielded taxable income. The other 


case.” issuc¢ 


post-February 26, 1945 exception is John ( 
Wahl.” 


l 
stock was 


Here the conceded his 
taxable income but argued, with 
that the 


the date ot 


taxpayer 


out success, 


income was determined 


as ol 


rather than 
of issuance of the stock. The 
post-February 26, 1945 situation ad 
judicated after April 12, 1946 is the Harley 
V. McNamara case.“ The taxpayer there 
contended that whatever income he received 
by reason of the option was in 1945, when 
t granted to him, and 
sisted merely of the fair market value 


option ie 


authorization 


s ot the date 


only 


he option was con- 


of the 
alternative, he contended 
realized no whatever by 
I The 
when 
option was exercised, measured by the 


and 


income 
option or ot its exercise. 


14 
our neid 


it Was compensation 


between fair market 


of tion 


* courts are ne 


validity of T. D 


it alone in contesting the 
5507 and I. T. Every 
subject of stock options has 
pointed out the fact that the 
is inadequate authority for these two Treas- 
ury rulings.’ United 


senators 


3795. 
writer on the 
Smith decision 
Even States repre 
their 
against the Treasury’s 


sentatives and have 


raised 
voices in protest 
11 TCM 786 (1952); Abraham Rosenberg, CCH 
Dec. 19,560, 20 TC , No. 2 (1953). 

122CCH Dec. 15,625, 8 TC 388 (1947), aff'd 48-1 
ustc § 9214, 166 F. (2d) 647 (CCA-9) 

% John C. Wahl, cited at footnote 7 

144 Cited at footnote 7 

5% Bryson, Tar of Executives’ 
pensation (New York, Practicing Law Institute, 
1951): Friedman and Silbert, ‘‘Stock Option and 


Aspects Com- 


(Continued on following page) 


737 





In promulgating T. D. 5507 and 
|. T. 3795, the Commissioner has 
exceeded his authority. 


assumed 5507 and I. T. 
218 of the Re Act of 
provides for stock 
options, hereinafter explained, attempts t 
situation but only prospectively 


grante d, modified 


authority in T. D 
3795. Section 


1950, which 


venue 


restricted 


correct the 


exte nded or 


tor options 
renewed after February 26, 1945, and exer 
after December 31, 1949 


the Senate 


cised The Report of 
Finance Committee on the Rev- 

1950, Senate No. 2375, 
mession, pages 59-60, re 
1950 state of 


} 
i 


enue Act of Report 


8lst Congress, 2d 
1945 to 
law as to stock 


6 
to it: 


the tax 
Say 


ferring to the 


options, lias |! oO 
relative 
“At the 


1 ¢ 
al 


StOCcK 


employee 


Moreove! 


the matter of 
rulings such as 


[. 3795 exceeded his 


with the approval of 


he Treasury, prescribe 
i] ‘e.. +] anal can a8 
all needful rules and regulations 


rcement ot the income tax law, 


How 


he courts have repeatedly held that 


without retroactive effect.” 


(Footnote 15 continued) 
Stock Purchase 

York University 
Federal Taxation 
A Restatement of 


Proceedings of Neu 
Annual Institute on 
(1950), p. 433; Freedman 
Tax Incentives in Compen 
sating High-Salaried Executives,’’ Rutgers Law 
Review, June, 1950, p. 617; Lyon, ‘‘Employee 
Stock Options Under the Revenue Act of 1950,’ 
Columbia Law Review, January, 1951, p. 1; 
Alexander Employee Stock Options and the 
1950 Revenue Act,’’ Tax Law Review, January, 
1951, p. 165: Schneider, Taxation—Employee 
Stock Options Under the Revenue Act of 1950 

A Return to the Bargain-Purchase Concept,”’ 
Varquette Law Review, Winter, 1950-1951, 
p. 211; Gardner, ‘‘Employee Stock Options 
Vichigan Law Review, January, 1952, p. 409 
‘Increasing Management Incentives 
Options and Deferred Compensation 
Plans,"’ New York Certified Public Accountant, 
April, 1952, p. 228; Ivins, ‘“‘What Is New in 
Employee Stock Options,’’ Proceedings of New 
York University Tenth Annual Institute on Fed- 
eral Taxation (1952), p. 121 
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regulations have the and effect 
of law provided they are not inconsistent 
with statutory authority 


such torce 


express and 


are 
reasonable.” 

The United States Supreme Court stated 
in part: “The administrative 
officer or board to administer a federal statute 


power of al 


and to prescribe rules and regulations to that 
not the 


power! 


end is ] 


power to make 


, 14 ' 
no such can be delegated by Con 
1 


gress—but the power to adopt regulations to 
into effect the will 


Statute 


Carry gress as 
expressed by the regulation 


does not do this, but « rates t 
7 1 1 1 
| 


i€é out I narmony Wit! thie 
i Tildes 


a ru 
Statute, 1s a mer 
(1924) 265 S. 315, 320-322 (68 I 
Ed. 1034, 44 S t. 488); ller v. I 
States, 294 U 


‘ 
l And 


Co 


nited 


W here 
onstruction 


acquies¢ 


aisrega 


rsuasiv¢ 


D. 5507 and |] 
such 


mentators on the su 


enjoyed sanctity 

ibject an 
Committee in its report ré¢ lative to restri 
stock options whicl 


Act of 


excesses ot 


came into 
1950, hi 


nil 
Lule 


basis « 


i R. Rep. No 
2d Sess., p. 4 (1948 

7 Code Secs. 62 and 3791. 

8 Maryland Casualty Company v. U. S 
729, 251 U. S. 342; Boske wv 
U.S. 459 (1900) 

” Manhattan 
Commissioner, 
rehearing den 
CB 280. 


Comingore, 


General Equipment Company 1 
36-1 ustc § 9105, 297 U. S ; 
297 U. S. 728; Ct. D. 1086, XV 
See, also, Alvord, 
the Wilshire Oil 
view 252 (1940); 


ade 


Regulations and 
Case,’’ 40 Columbia Law Re 
Eisenstein, ‘‘Some Iconoclastic 
Reflections on Tax Administration,’’ 58 Harvard 
Law Review 477, at p. 509 (1945); Griswold 

‘A Summary of the Regulation Problem,"’ 54 
Harvard Law Review 398 (1941): Surrey, ‘‘The 
Scope and Effect of Treasury Regulations Under 
the Income, Estate and Gift Taxes 88 Unive 
sity of Pennsylvania Law Review 556 (1940) 

* Baltzell v. Mitchell, 1 wstc § 110, 3 F. (2d) 
4128 (CCA-1, 1925), cert. den. 268 U. S. 690 
T. D. 3688, IV-1 CB 122; Korth v. Mountain 
City Copper Company, 49-1 ustrc { 9248, 174 F 
(2d) 295 (CA-10). 
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3795. 
n stock 


endered 


i: 4 
actment ol! 
yi 1950, 
nas done 


problem of 


modification, exten- 


stock option grant 
a new 
until 
venue 
eitect 


cember 


aistincti 


iSat¢ 


19 


se the Court had neve 


ap] priate! I these 


‘lark, cited at 
ection 
Code Earlier 
islation were 
of Special 


footnote 11 
130A of the Internal 
efforts to effect remedial 

Revenue Revision 1948; Re- 
Tax Study Commission to Ways 
ins Committee, pp. 21-22, November 3 
R. 990, Sist Sec. 137 


Cong., Ist 
R. 773 2d Sess., Sec 


became Rev- 


Sess., 
.. TI3 Sist Cong 

ry Stabilization 
September 16, 1952; Int 


Board, Int. 7 
(Gssr 4, Rev 


Amdt. 1, 
May 21 
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enact Section 218 
1950,” which 
restricted 


of the 
provides 


Revenue 
the 
options. It is 
to options granted, 


Act of 
so-called 
applicable 
modified, extended. or 
1945, and 


tor 


stock 


renewed after February 26, 
December 31, 1949 


exer- 
cised after 
Be fore 


we proceed with the discussion of 


Ss new type ot stoc k option, we 


the tollowins 
allied legal problem The 


must not 


, 
be oblivious otf 


significant 


matter of salary 


longer concern us 


President sus- 


ations and orders that 


yvees’ compensation.” 


It is imperative that a corporation receive 


adequate consideration for any type of 


exec 
utive stock option to legalize it In two 
recent Delaware cases,” stock option agret 
ments voided by stock 


dissenting 
wl oO were 
stockholder and 


rpor: n mi 


holders able to establish, de Spite 
approval, that the 
ht not receive contemplated 
appropri 
This 


can be 


director 
benefi “au ~ the absence of 
yyment contracts 

1surmountable It 
by proper 
\ New 
option plan under sin 

| 


ning ea 


draftsmanship 


Jersey court 


distinguis 


hat the emplovee coul: 


not exercise e option unless he was in the 
employ of 


+} 


company for one year afte 


} 


1e option was granted which was in 
with the 


com- 
law.” 


ly 
pilance 


State 


Restricted stock 


provide that 
1 
when 


options 


ix shall not be incurred a stock op 


tion is granted t or exercised by an 


the 


ie following circumstances 


em 


ployee, no what intent of the 


matter 
} 


under t 


parties 1S, 
he option price must be 85 per 
market 


the 


cent or 

value of the stock 

option The ac 

uired stock must not be disposed of within 
the 


months 


nore of the fatr 


at the time ot grant 


wo years altel 


vith 


option is granted, o1 


the 


attet stock is ac 





quired. The option must be nontransferable 


except by will or intestacy The optione: 


must not own at the time of directly 


grant, 
or indirectly, more than 10 per cent of the 
employer-corporation’s total voting stock o1 


The 


that of its parent or subsidiary optio1 
1952: Gsar 4, Rev 
by Executive Order 
"2% Kerbs vw. California Fastern Airways, Inc., 
90 Atl. (2d) 652 (S. Ct. Del., 1952): Gottlieb 1 
Heyden Chemical Corporation, 90 Atl. (2d) 660 
(S. Ct. Del., 1952) 

sR. S. 14 +1 and following; 
Standard Oil Company, 92 Atl 
Ct. N. J., 1952) 
= Sec 
No Sist 


April : 
10434 


1952) was suspended 


Eliasberg wv 
(2d) 862 (Super 


Code 
2375 


130A (a) (3) 


Cong 2d 


and (b): S 
Sess p. 80 


Rep 
(1950) 
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must be exercised during employment or 


within three months after its termination. 


If the option price is 95 per cent or more 
of ‘the fair market value of the employer 
stock at the =: 


bargain 


time of grant, capital gains at 


held 


accrue at the 


rates of 26 per 
will 


However, if the option 


tax cent, if 


more than six months, 
time of disposal 


price is between 85 per cent and 95 per cent 
of such value at the time of grant, ordinary 
tax rates will apply at the time of disposal 
on an amount, if any, by which the option 
the lesser of the fair 

+} } 


of the stock at the time of the 


xceeded by 
market value 


price 15S 


option grant, or at the 


Orate 


time ot disposition. 


example, January 10, 1953, a cor- 


a restricte d stock 


} 
nis 


th 
executl 


option to purchi stock in 
corporation for i 


$100 


value was 
uary 10, 
f $125 
10, 1956, he 
50, which 


oO $100 to de termine 


Since he 


tl 


loss on disposal 


$150, he sustained a long-term 


Had he sold it, he 
: sid 


market value of $75 he 


f S50 


any additional re port ible 


remained 
$75, he 


term capital lo 
The en 


as having ft 1 on tt ption price for 


its shares, and is denied any deductions in 


connection therewith lis iS SO even where 
price 1S 8) ] " to 95 per cent 


market value 


Modif ations, 


existing options constitute new 


lait 


extensions and renewals of 


ones. Un 


umstances, the tair 
the stock 


on the date of orig 


det such cire market 


value of is the higher of the value 


inal grant, or of its mod- 


ification, extension, or rene wal. 


Disposition of the stock 
title It 
gift [t 


transter 


comprises any 


transier ot includes a sale, ex 


change, or does not, however, in- 


clude a from a decedent to his 


estate, or a bequest or inheritance, or a 


tax-free corporate reorganization under Sec- 


7 Stock stock 


and 
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for stock, or 
securities in a 


stock for 
tax-free 


other 
exchange 
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112 (b) (2) or (3) of the Code.” A 
pledge or hypothecation, likewise, does not 
constitute a disposition; but if a creditor 
sells the pledged stock, that event does. 


tion 


Ordinarily, only the executive-optionee 


the stock 


tax advantages of 


may dispose of during his life 
The restricted 


tions may survive the death of the qualified 


stock op 


employee who exercised his option but not 
if he If such an employee 
dies before disposing of his stock, 


failed to do sO 
the tax 


advantages inure to the executor or heir 


upon disposition 
1950 has, 
stock 


of employs n 


The Revenue Act of 
by providing restricted 
1 third 


option 


prio 
Of 


category 


which is not restricted 


oprietary or compensatory. C 


it either one of the earlier 


desired, the restri 


be vi idle d by 
} 


+; 


cted stoc k Oj 


violating one of 
| 


IS Such 


as the prescribed holding 
the time for exercising 
the other har oe tock 
questionable 
Status can be ( nverted to 
variety by modification, 
stock option 


The conversion from the restricted to either 


extension 


newal of the arrangement 


the compensatory or proprietary stock op 


tion, or vice versa, May in a given 


be desirable, but may be most embart 


Situation 
assing 


particularly to experts, when spe 


nical provisions, with whicl 
‘ 


emp stock options is 


looked 


ove I 


\ most vexing problem in 
stricted stock options its tl 
termining the market 
given dates Where t 
exchange, 
lished In the c: 


fait 
such 


listed corp rations, 


relied they 


i 
can be 


upon and 

lable 

whether the stock option 
100 per f 


the “85 per cent 


depen The S¢ V il 


r cent to cent’ 
income v< 

restricted ick options 
hazard which practically 

of restricted stock 


option 


porations. 


The provisions, proffering restricted stock 
options, afford to the uninitiated many tax 
traps which may vitiate their advantages by 
violating the principle that substance rather 
than form governs. A 


prospective em- 
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A most vexing problem in qualifying 
restricted stock options is the 
matter of determining the fair 


market value of stock on given dates. 


ployee-optionee may seek to qualify by tem- 
himself of enough stock 


meet the 10 per cent stock ownership provi- 


porarily divesting 


‘ 


sion. Similarly an “85 per cent to 95 per cent” 
yptionee may attempt to avoid fully taxable 
compensation income by making a gift of 
when its market 


opti yn 


value is at less 
han or at price If the 
stock ownership is temporary, it is question- 


1 
he stock 


revised 


whether this requirement has been met 
is bona fide in substance as well 


4 donee. 
tas of real uncertainty in re- 
What are the effects 


eorganizations 


stock options 


prior to and 
restricted stock « ptions 

’s qualifications other 
(b) (2) or tran 
treated as 1f the or 
Are they 


re, new options: 


than by 
sactions? Are 
rinal corporation 
perhaps modifications 
Are variances 
m prices dependent on more attrac 
rs to other employees’ modifications ? 
variances in the amounts of stock avail 
to optionees dependent on changes in 


outstanding stock modifications? Ar 


of stock 


Does the re 


modifica 
option be 
isqualified if the holder of the option 
re exercise! OV “al the em 


nding 


7 ly 
appilca 


have been 
ns. 1 


hus 
been provided for 


ot! option 
t] 


grants, ol! 
1e transfer of stock 


valuations to determine the 


minimum for capital gains and the 
nt minimum to qualify, the 10 per cent 
ownership and the 
lding period all turn on the date of 
the option The 


fixes this effective 


limitation, two 


date to be the day 


% Sec. 331 (b) of the Revenue Act of 
added Sec. 130A (d) (5) to the Code 

* Regs. 111, Sec. 29.130A-1 to 5 

” Regs. cited at preceding footnote 
Wahl, cited at footnote 7, 


John C 
holds that income is 
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Revenue Act of 


when the board of directors voted it even if 
it was subject to later stockholder approval. 
Likewise, Treasury regulations hold that the 
governing date is the day the board of di- 
rectors acted even though made subject to 
a governmental agency approval, unless a 
The 
regulations also remove all doubt that, even 


contrary intent is clearly expressed.” 


though options may not be exercised until a 
future date, the option 
thereby deferred.” 


grant date is not 

The date of exercising the stock option is 
also an important one in restricted options. 
This date may whether an option 
was exercised during an employee's lifetime, 
and whether the employment requirement is 
met. The regulations provide that the exer 
cise date is the 


decide 


one when the employee un 
conditionally accepts the corporate-employ 


er’s offer to buy its stock, and sale, or a 


contract to sell, is consummated.” 


Among other 


matters, the six-months 
holding period makes the date of the trans 
fer of stock essential. Some of the financ- 
cast doubt as to 


this event actually occurs 


ing arrangements when 
The regulations 
declare that it means “the transfer of own- 
ership of such 


substantially 


share, or the transfer of 
all the rights of ownership.” 
This regulation would presumably consti- 
tute ample authority for passage of owner- 
ship to the employee of the even 
though it is held by the employer as col- 
lateral for the purchase price.” 


stock 


Conclusion 


It is the author’s considered opinion that 
the pre-1945 tax law provided for proprie- 
compensatory 
only by 


e latter, the 


tary and 
guishable 
for tl 


4879,* 


stock options, distin- 
the intent of the parties. As 
law was reflected in T. D 
which holds that the spread between the 
option and market prices of the stock at the 
time of exercise does not yield taxable income 
unless this differential, irrespective of size 
at the time of the grant, was compensatory 
in nature. The Smith decision of 1945 mere 
ly ratified these two concepts. T. D 
and I. T. 3795 of 1946 are invalid to the 
extent that they do not endorse these two 
concepts of proprietary and compensatory 
stock options propounded in the above T. D 
4879 and sanctioned by the Smith case 
Finally, the Revenue Act of 1950 

the restricted stock option which, in the 
event of nonqualification or disqualification, 


5507 


conceived 


determined not as of the date of the stock 
option authorization by the directors but when 
exercised. 

*1 Regs. cited at footnote 29 

82 1939-1 CB 159 





reverts to the proprietary type or the 
4879 compensatory one. 

The author believes that Section 
the Revenue Act of 1950 defeated its pur 
pose when it provided for restricted em- 
ployee stock options as a solution to the 


' ‘1 
confusion in the tax law as to all options 


It seems it has added to tl 


latte s ax roble ms Be side a 4 stricted 


1e quagmire of the 


stock o ] proven to be relatively 
unattractive to both employees and employ- 
ers The former object to the limitation of 
the capital Yall treatment to a 5 per cent 
differential, to the danger of running afoul 
of the 85 per cent to 95 per cent ordinary 
income treatment if the fair market value of 
the corporate stock is under-appraised, and 
to the long holding periods, among other 
uncertain pertinent tax problems, for all of 
which the executive must invest consider 
able sums of money The employer, too, 

restricted stock options unappealing 


It denies itself a current tax deduction wher 


porate tax rates are high in exchange for 
potential I ( OT: > pronts 
may never materialize 
might also be that proprietary and 
cent to 100 per cent” restricted 
not mutually exclusive 
prepare restricted stock 
with executives so that 
also qualify as proprie 
mceivable that forthcom- 
court decision l be Sl fhciently 
favorable for executives to warrant their 
electing in the future the proprietary variety 
In conclusion, executives and their em 
ployers might well consider the following 
alternatives to stock options 
(1) Stock warrants seem to cast promis 
ing light on the tax horizon to encourage 


COST OF OBTAINING REVENUE 


The absence on the y of the 
populace, generally, of a desire to give 
of their worldly possessions toward 
the cost of government is manifest 
Accordingly, it is necessary to enact 


laws requiring the payment of taxes 


However, in promulgating these laws, 
| 


little thoug 


t seems to be given to the 
money required to pay for the print 
ing For example, in one of th 
recent Pennsylvania tax laws, a single 


paragraph contained the year, fully 


Estate of Lawson Stone, CCH Dec. 19,474 
19 TC No. 105 (1953) 
“ Harold H. Kuchman, CCH Dec. 18,934, 18 
TC 16 (1952) (acq.) 


management Che 

executive to enjoy 

spread between the cost of a stock warrai 
and its selling price In 1947, } 

from his corporation 100 w: 

each at a time when a share 

$19.75. Each warrant gave him 

buy 100 corpor: shares at $21 eae 
warrants were negotiable, were not co! 
gent on employment, and had a five-year 
life When he bought the warrants for 
$1,000, he appraised them at $6,000, and ri 
reported the difference fully axabl 
come. He sold them in 

capital gain on the amount 1 

$6,000 appraised value. The 

argued that the tax value 


was $10 and not $60 and the profit 
taxable as additional compensa 
vear of the sale. The Commissionet 
to bring warrants unde1 
rule in I. T. 3795, 
won on both issues, 
gain. 
(2) As an alternative 

stock warrants, the purchase 
very limited and circumscribed 
be considered Che purcl ase ({ 
bargain price is not a taxable event 
larly, as in one adjudicated case, if 
be re sold or lv to fellow-executives 
during the first year and at market 
during the second year of ownershi 
does the expiration of certain restraint 
stitute a taxable event. In another cass 
underwriting partnership had received s 
for its services as partial compensation 
was held that the sale and 

of certain limitations 

the taxable event that gav« ise to 


ins [The End 


spelied out, tor example, one thousal 


nine hundred and forty-four, 40 times; 


in the next paragraph, such spellings 


out accounted for ten of 16 lines 


This elongated treatment of 
also was applied to the rate per cen 
throughout the enactment. It woul 
that in the interest of clarity 
as of economy, abbreviation 
common words and phrases, 
example, 1946 and 4 per cen 


authorized. 


Robert Lehman, CCH Dec. 18,576 
652 (1951), appeal dismissed June 


(CA-2) 
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| A Tax Classic 


U.S. v. S. S. White Dental Manufacturing 
Company of Pennsylvania 


By ROBERT S. HOLZMAN 


Gs \W HEN THE GODS, to rum a 
man, first make him mad, they do 
if ] t 1 bly, by making him an 


aimos invalrla 


pti ae ! he tax return is a likely 
rk on him. 
White’? Dental 


Pennsy 


mant 


Manufacturing 
lvania corporation, 
and 


: 4 
ilacture Saie oO! 


“ar ] 
wned the capital STOCK 


In March, 1918, a 

the Kaiser took 
management of the Ger 
he management of its 
Enemy 
that 
entire amount 


rading with the 


rican parent in same 
1arged off as a loss the 

of its investment in the German company 
hown by the Nem, I 


was not 


books 


ruled the 
loss evi- 
completed transac- 
ch it 
, answered the parent 


. it certainly didn’t I 


was claimed, 


ok as though we 
Never 
, proclaimed the 
shy ul ] 


a pfennig again 
American fla 


} ° 
mmissioner i Tle i on ; you 


evel! Sec 


1 


+ hay be cause ad 


May 


versity threatened your com 


mercial venture 
On May 16, 1927, M1 tice Stone del 


3 
ered the pinio ot h Supreme 


Court 


ipon the question whether 
the loss, concededly sustained by the re- 


spondent through the 


t the German ce 


} - 
seizure ofr the assets 


mpany in 1918, was so 


evidenced by a closed transaction within 
the meaning of the quoted statute and treas- 
urv regulations as to authorize its deduction 
The stat- 
contemplate and 


forbid the deduction of 


from gross income of that year 
ute obviously 


the regulations 


does not 


; Havelock Ellis, The Dance of Life (Boston, 
Houghton Mifflin Company, 1923), p. 91. 


losses 


resulting from the mere fluctuation 
in value of property owned by the taxpayer. 
' But with equal certainty they con- 
template the 


o! losses, 


deduction gross income 
identifiable 
property 
destruction or physical 
of debts, by the 
occurrence of such events as prevent their 
collection 


trom 
fixed by 
such as the sale of 


which are 
events, 
or caused by its 


injury or in the case 


“The transaction evidencing the loss hers 


was the seizure of the property of the Ger 


company The resulted to the 
respondent because it creditor 
that company which, as a 
result of the sequestration, was left without 
property or kind The se- 
questration of enemy property was within 
the rights of the 


man 


loss 
was a and 
stockholder of 
assets of any 
German government as a 
and effected left 
without right to demand 
compensation for its seizure, 
at least until the declaration of peace 
What ultimately come back to it, 
as the event proved, might be secured, not 
as a matte! 


belligerent power when 
the corporation 


its release o1 
would 


of right, but as a matter either 
of grace to the vanquished or exaction by 
In any case the amount realized 
would be dependent upon the hazards of 
the war then in progress 


the victor. 


[hat legal action by respondent upon its 


open accounts against a corporation thus 
despoiled would have been fruitless within 
the meaning of Article 151 seems not open 
to question No 
the government 


vestment in the 


distinction is urged by 


between respondent’s. in 
stock of the German com 
pany and in its open accounts. It is equally 
apparent that the stock after the seizure 
was as worthless as the obligations of the 
German company and was deductible un- 


* This was not an admiralty case. 
#1 ustc § 235, 274 U. S. 398 (1927). 
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der Article 
debts. 


144 on the same basis as bad 


“If the seized viewed as the 
property of respondent, ignoring the entity 
of the the result is the 
same. ‘The quoted regulations, consistently 
the contemplate that a 
may become complete enough for deduction 
without the that 
there is no possiblity of an eventual recoup 


ment It 


assets are 


German company, 


with statute, loss 


taxpayer's establishing 


would require a high degree oft 
optimism to discern in the seizure of enemy 
property by the German government in 1918 
more than a remote hope of ultimate salvage 
the wreck of the The 


act does not taxpayer to be 


trom war taxing 
require the 
an incorrigible optimist. 


“We 


stitutes 


need not attempt say what con 


a closed transaction evidencing loss 
in other situations It 


here 


is enough to justify 
that the 
was completed when the 
made It 
then, 
government 


transaction 
none the less 
although later the 
bound 


was 
tible loss 


1¢ ) 


(rerman 


itself to repay 
an award was made by the Mixed 


which 


and 


Claims Commission 


may result in a 


recovery 
“The 
W hite 


an authority 


le ading 
Dental 


sses 


a practical] rathe 


9 | his de cision 
corporation 


amount of its investment 


from gt income tor that vear, notwith 


standing the requirement that the loss be 


transaction.’ ’ 
sold to 


ascertainment ot 


‘ 1 ’ ' 
evidences DY a ciosed 
Stock 


loss 


worthless 


need not be create a 


in the year of 


ness, as was the case with an appropriately- 


named taxpayer. “True, it was not possible 


beyond imaginable 


to Say 


peradventure 


that these assets might not be snatched at 


by some impressionable buyer, who did not 


estimate of their value 


owne};: s’ 
vas plainly 


illusory, an human affairs, 


must be without the gi of 


divination human fores 


go, the worthless, 


petitioner might de 
U.S. v. White Dental rere: 


lucted 


The Time for Taking 
and Bad Debts for In- 
University of Pennsylvania 


* Robert C 
Deductions for 
come Tax Purpose,’’ 
Law Review, November, 1935, p. 45 

‘Mitchell B. Carroll, ‘“War-Loss Recoveries,”’ 
Proceedings of the New York University Fourth 
Annual Institute on Federal Taxation, p. 613 

* De Loss v. Commissioner, 1 vustc { 333, 28 
F. (2d) 803 (CCA-2, 1928) 


744 


Brown 


Losses 
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deducted 
foreclosure or even a showing that 


ie de bto1 


Similarly, a bad debt may be 
without 
no more could be obtained from t 


“It is not 


be ‘an incorrigible 
optimist,’ as stated by the court in United 
States v. S. S. White Dental Mfg. Co., 
but at the same time a taxpayer is 
mitted to be a 
creditor 


necessary to 


stygian 
bad 


because his 


pessimist 


Was allowed a debt 


even though, 
| insolvency 


supplier to the debtor, 


forced “A taxpayer is expected 


reasonable and honest, but the 


does not require him to b 


ptimist United 
Manufacturing Co 
taxpaye! 


was not too 


vestigated the value o 


and his close c 


mnection 
as treasurer gave him tl 
mation as value 

uld draw 

And a bad 

vhere the debt 
no longs al | yn - had been 
dynam 
ability to 
accomplish, 
ie ace 
and 


f health 


requirin 
I 


l is indebtedness 


coward of me 


become cowardl 


more 


large indebtedness 


suimcient to overcome 


in the confirmance 


} 
) DOSS 
D¢ | 


bad 


vent 


debt 
debtor hi: 
Reconstruction Finance 
' Ruppert v 
428 (Cf. Cls.) 
* Clark v. Commissioner, 
F. (2d) 622 (CCA-3) 
* Lauriston Investment Company v 
sioner, 37-1 ustc { 9231, 89 F 
” Rhodes v. Commissioner, 
100 F. (2d) 966 (CCA-6) 


Supp 


36-2 wsT 9456, 85 


Commis 


(2d) 327 (CCA-9) 


39-1 ust { 9256 
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would require a high degree of optimism 
[the creditor] 

probability of the ultimate 
recovery by [the debtor] under the 
Contract Settlement Act of 1944 

“The taxing act does not require the tax- 
payer to be an incorrigible optimist.’ United 
States v. White Dental Mfg. Co. .. ”™ A 
laundry corporation was required to lease 
1943, at 
abandoned its 
Their value was deductible 


de spite the 


on the part of 
to discern any 


its facilities to the government in 
which time the 
j 


laundry routes 


corporation 


t t 


it that time, Commissioner’s 


allowance was 
possible till the entire business was disposed 


iT “The 


claim that no good will 


bare possibility, which then ex 


isted, that some day [the corporation] 


position to reestablish its 


Francisco business, and that the psy- 


‘al ties built up through the 


induce 


be in a 


years 


some f plaintiff's former 


rs to renew their patronage, does 


the conclusion that in 1943 the 

laintiff’s established routes was 
lost Sec United States v 5 5 
oe 


Mfg. Co eee 


permitted to 


ental manu- 
deduct the net 

equipment that had been 
he thought that it would 


“The fact that fur 


Was 


lities 


nt 


ments were afterward made with 


making the oil system effective, 
) purpose, does not prove that 

vas not a complete loss 
made, and the new 


18 
st not to be a success 


be deemed to have become 


a prior period. “The taxpayer 
White Dental Co 


because the question 


that the case 


point there 
a loss on stoc k, 


question 1s 


recoupment ot 


ere the whether the 


ime worthless in a given yea! 
should be 
~ - Pee 2 


should 


» reason why the test 


+} 


e two situations.’ 


that stockholder have 


a 
hless stock deduction in the 
“Such a trifling real 


on as $60 which the taxpayer apparently 


wort 


bankruptcy. 


result of the 


as the 


[a later year] repre 


more than nuisance value 


Panteéa Vil Corporation, 
17,417(M), 8 TCM i079 (1949) 

Metropolitan Laundry Company, Ltd. v 
U. S., 521 ustc § 9129, 100 F. Supp. 803 (DC 
Calif.) 

Wheeling Tile Company v 
ustc J 301, 25 F. 
‘Clark v 

271 (CCA-1) 


CCH Dec 


Commissioner, 
(2d) 455 (CCA-4, 1928) 
Welch, 44-1 ustc § 9164, 140 F. (2d) 


U. S. v. White Dental Manufacturing Company 


Awaiting the outcome of an _ internecine 
conflict did not defer her obligation 
to claim any deduction that she might seek 
to obtain during the first year that it was 


available. United States v. White Dental 


Caine. 


Y.IMILAR was the finding where in a prior 
‘7 period assets had been transferred to a 
trustee, manufacturing had been discon 
tinued, property had been foreclosed, and 
$40,000 in assets remained to pay debts of 
about $225,000. “Making use of the lan- 
guage of the present Chief Justice in United 
States v. S. S. White Dental Manufacturing 
Co., supra, anyone conversant with the fore- 
combination of identifiable events 
would have to be an ‘incorrigible optimist’ 
to believe that the stock had the 
slightest value at the f [the 


st company 


going 


close of 
But an oil 
was permitted to charge 


preceding year]. 
off its investment 
as worthless when it was clearly established 
that the 


interest 


land in which it owned a royalty 
was structurally below the water 
line and thus shut off from any reasonable 
hope of commercial production, even though 
a small royalty was obtained the following 
year trom an iortuitous 


unexpected and 


happening. “In such circumstances, it is not 
to establish com- 
plete and total loss beyond the possibility of 
any recoupment United States v 
White Dental Manufacturing ( ieee 


) 


necessary for a taxpayer 


4 worthless stock 
allowed for the 


deduction may be 
year claimed, if at the close 
of the prior period a corporation retained 
natural resources that might have attained 
their potential value. “As the Supreme 
Court said in United States v. White Dental 
Company, supra, that the taxing act does not 
require the taxpayer to be an ‘incorrigible 
optimist,’ neither does it require him to be 
an incorrigible pessimist. That the taxpayer 
adopted an optimistic rather than a 
pessimistic view of the future of the 
Company is not, under the circumstances 
here present, to be condemned,” *™ Deduc- 
tion “Sales of a stock, 
high as $1217%, at 10 
cents, or even at 65 cents, demonstrate that 
all hope of recoupment was 


in the breast of the ‘incorrigible optimist 


was alle Ww ed, Tor 


formerly selling as 


gone, except 
’ 

'% Young v. Commissioner, 41-2 ust 
123 F. (2d) 597 (CCA-2). 

1 Munkwitz v. U. 8., 42-2 ustc § 9640, 45 F 
Supp. 658 (DC Wis.), aff'd 43-1 ustc { 9450, 135 
F. (2d) 732 (CCA-7). 

1 Chaparral Oil Company, CCH Dec. 
43 BTA 457 (1941). 

% Dunbar v. Commissioner, 41-1 ust: 
119 F. (2d) 367 (CCA-7) 


§ 9744, 


11,636, 


{ 9409, 
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or of a speculator unable to resist odds of 


20°to 1. ™ 


Because of an underwriting agreement, 
a taxpayer was compelled to take up some 
stock worth less at the time of delivery than 
the agreement [The under 
case, United States 
to the effect that 
complete enough for 
taxpayer's establish- 


price 
writer] quotes from the 
vw. White Dental Co 

may become 


without the 


a loss 
deduction 
ing that tHere is no possibility of an eventual 
recoupment, provided that loss is fixed by 
some identifiable We think 
petitioner: the carrying out 
of the and 
by which his 
while stil] holding 
d to him under the 


event 
may not isolate 


underwriting agreement here 


as the identifiable event 
be determined, 
the stoc k delivers 


ment.” 


agree- 


no choice as to the 

“The not 

an ‘incorrigible optimist,’ 

states v. White Dental Mfg. Co. of 
nor is he permitted to select the 
which the taken 


year 
taxpayer 1S 
'nited 
year in deduction is to be 
advantage 


considered 


obtain a tax 
problem must be 


in order to 
| he 


, 
tively 


objec- 
Investment in a race track com- 
pany worthless 


was prior to tne 


which it was written off, for tl 


year in 
underlying 
property had been saddled with debts and 

lt “Nor he 
until only an 
would fail to 


nominal 


1e was can 
s claim of loss 
optimist’ know 


1 
had become worthless in a 


7 HE taxing act does not require pessimism 
more than it does optimism. A corporation 


did not report sales on the 


had em 
Since the officers 
promised to make good, 
loss deduction, for 
corporation’s 


certain cash 


ground that some of its officers 


bezzled the proce ds 


ha 1 


there was no offsetting 


meanwhile 
none oft the “in- 
likeli 
that the victimized taxpayer would 


restitution 


citations 
volve d 


hood 


circumstances indicating the 


obtain from the wrongdoer, and, 


ort course, a mere hope of recovery is not 


Varks 1 3., 44-2 
182 (Ct. Cls.) 


Supp 
Commissioner, 37-1 : | 9036 
87 F. (2d) 96 (CCA-7) 
Vain Bottling Company, CH 
16,881(M), 8 TCM 249 (1949) 

Keeney v. Commissioner, 41-1 1 
116 F. (2d) 401 (CCA-2) 

' George VM. Still, Ine 
19 TC No 122 (1953) 
litigants’ attorneys were concerned, the 
followed a Robin Hoodian attitude, giving its 
verdict to Joseph F. Lawless, Jr. instead of to 
George R. Sheriff 
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’'Grigsby wv 


Dec 
ST © 9155 
CCH Dec. 19,511, 


Insofar as the 
court 


September, 


1953 @ 


sufficient to deprive a taxpayer 
tion. Cf. United States v 
Manufacturing Co. . . .”” 
subsidiary 


of his deduc 
White Denta 
Advances to a 
deductible in the tax- 
able year, for “The taxpayer is not required 
to be an incorrigible optimist, United Si 

v. S. S. White Dental Mfg. Co 

is he permitted to 


debts or losses ot 


were not 


accumulate 


vears for 


24 


several 
tion en bloc in a single year.’ 
\ ship lost dur 

was deductible in : , 
effected und 
later “It was 
treat it, for the time being, 
of a 


recovery was 


eleven years 
future recovery was very 
entirely speculative. United 
White Dental Mfq. Co ‘ 

With the 


distributor 


advent o 
could write 
an exclusive 


agency ofr! 


though the law 


‘iy : 
is to this proc 


sequently rescinded and the ager 
was sold. “A loss may be 

for deduction with: 

lishing that 


tual recoupment 


the reé 


require the taxpay 
**% At Prohibi 


was entitled to deduct 


optimist 


floors that had been construc 
ry purposes 
, not essential that 
amount of the loss be determined by a sal 
the \T r , yy 
ental Mf 
on unre; 
profits found 


arnings 


was 
accumulated ¢ 
ing from three to nine 

the encouraging results of 
section 102 
rporation] to be 


and distribute earning 


of ¢ pe ratio A 

[the c 
optimist 
less good business continued, 


be needed within three vears 


maturities 


Optimism may hav its 


ve 
matters, despite the White 

‘ Reading Company, CCH De 
memo. op., 1911), aff'd 44-2 
(2d) 306 (CCA-3) 

' Wilmore 
missioner, 35-2 ust © 9502 
(CCA-2) 

‘U.S. v. Hardy,6 F 
1933), aff'd 35-1 wst 
(CCA-4) 

National 
v. Burnet 
aff'd 2 ust 


‘ Gazette 


Steamship Company, Inc 


73 &F 


Supp. 946 (DC 

§ 9060, 74 F 

Industrial Alcohol Company 

38 F. (2d) 718 (CA of D. C 
676, 282 U. S. 646 (1931) 
Telegraph Company, CCH 

19,419, 19 TC No. 86 (1953) 
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Thus a chartered 


contreres 


advised his 
the y 


‘Be persistent and optimistic—think 


accountant 
that as tax practitioners 
should 


979 29 


positively about tax problems 


Yet that can be dangerous. A well-reasoned 


definition is: “OPTIMIST, n. A proponent 
of the doctrine that black is white.” And 
alleging 


[The End] 


taxpayers have gone to jail for 


that sort of thing—under oath. 
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by his Assistants. the im- 
this responsibility—one 
that of 


you 


One ot most 
aspects of 
n overlooked—is construc- 
carry out a 
while believing it to be 
ve discharged only half your 


if you fail to 


“sounding off.” If 
letter 
make your 


In fact, one of your most 
functions is to 
Assistant 


uty Commissioner a 


important keep flowing to 


Commissioners and to the 
stream of 


structive criticism of policies and programs 


con 


: : : ; 
already established and of recommendations 


for new policies 


and programs to be launched. 
prompts the that it 
Commissioner 


you 


ple logic reflection 


1 
imcuit 


1 an Assistant 
ogram to your needs if 
tur needs are. 
1ajor responsibilities is 
vernacular, “riding herd” 
District Direc 
informing them of 
id following through 
out. In that process, 
that 


responsibility arises—to 


effectiveness \t 


not doing his job com 
benevolence or for other 
incompetent person 
are failing 


onsibility but 


not only 
you 
-e as well 
Commis 


Service 


Leetham t 
Toronto C February 4 


1953, Vol 


1953, 


cs—Canada, February 4 
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1e Controllers Institute 


not expect you to hold on to them, how- 
lo the contrary, he expects you to 

them continuously toward the 
objective of making every possible redelega- 


tion to Directors. 


ever. 
analyze 


The basic concept sup 
porting this principle is that each problem 
arising should be disposed of by the de- 
cision and action of the lowest level super 
visor fully informed on the 
has the facts on which to 
a decision. It is his business to assume 
responsibility and to act 


who is issue 


and who base 


To illustrate the 
cept, federal 
abolished all its 


importance of this con- 


one agency several years ago 
offices when it 
found them taking decentralized authority 


while simultaneously 


regional 


highly 
subordinate offices 
It was readily apparent that a high degree 
could be 
help of the 
administration in 


maintaining 
centralized control over 
of centralization administered 
without the 
Regional 


regional offices 
the Internal 
success, or a 
the 
Commissioner’s 


Revenue Service can be a 


failure, depending largely on degre: 
to which you carry out the 
policy of decentralization. 


It is in the relationships with your own 
staff that 


the Commissioner are 


your major responsibilities t 
discharged. Here is 
co-ordination of all 


development and refinement 


the primary point of 


yrograms, the 


of individual programs, the development ot 


management ability of your staff members 


and the development of good relationships 


between them. 

the staff 
Com 
| ach 
your 


In this 
leader and your 


relationship, you are 
Assistant 
staff 


and serves to carry out 


Regi ynal 


missioners are your members 
helps to make 
basi 


not 


following 
staff 


only tu in 


plans The summary ol! 


principles of relationships should 
working 

14 af 

id aliso guide 


but shou 


sistants 
District 


ing with 


leaders, 
You in 

that 
that the basic 


Directors, as 


their stafts tact 


responsibility to see to it these 


understood and 


”“ Ambrose Bierce TY) 
Collected Works (New 


lishing Company, 1911) 


ie Devil's Dictionary 
Yor! The Neale Pub 


p. 239 
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As a staff leader, your job is to see that 
things are not to do them. You 
should spend your time largely in thinking, 
observing, training, acquiring 
and organizing. In 
so doing you direct the doing, and through 


the use 


de ne, 


analyzing, 
knowledge, planning 
of curiosity, imagination and judg- 


ment, improve the manner of doing 


y out your responsibilities to the 
Commissioner, you obviously cannot 
vith the numerous 
first be studied and 

to render a prompt and clear- 
with detail, you 
will find it difficult to look very far into the 
future difficult to 
effects of 


con- 
details 


we rke d 


yourself 
must 


order 


out in 
cut decision Burdened 
get around 
your leadership. 


and equally 


and test the 


Full use must therefore be made of your 
staff. To achieve this full use, you give one 
primary thing t them—delegation—and 
receive one primary thing from them 
completed staff action 

Delegation, with fu authority to act, 





should be 
supervisory level. Ii 


that the we 


| 1 
made to the lowest practicable 


there is then tangible 


evidence rk is being improperly 


done, the delegation should be temporarily 


vithdrawn Concurrently, there is demon 


strated to you a need for prompt training 





prompt change in person 


nei 

Each staff leader should see to it that each 
supervisor fully understands the following 
basic principle, and should make it clear 
that the supervisor has the authority to 
carry it into practice Each problem aris 
ing should be disposed of by the decision 
and action of the lowest level supervisor 
who is fully informed on the issue and who 


has the tacts on which to base a decision. 


It is his assume responsibility 


pre 
repeating It 
delegation is not 


pending full proot ot the 


and to act That principle has been 


viously but it bears 


assumes, too, that delaved 


individual’s ability 


to dischar best proof is to give 


it to him, watch what he does with it, and 


not interiere 


Completed staff action is the study of a 


problem and a solution, by 


a staff member, in such form that all that 
remains to be done by the staff leader 
is to indicate his approval or disapproval of 
the completed action The words “com- 
pleted action” are emphasized, because the 
more difficult the problem is, the more 


the staff member’s tendency is to present the 
Your staff 
Althoug! 


problem in piecemeal fashion. 


member works out the details 
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what to d 
answer, he¢ 


it is easy for him to ask 
and it easy for you to 
must resist that impulse. He will succumb 
to it only if he does not know his job, or 
if you encourage him to consult you in th 
determination of is his job t 


you 
appears 


details. It 


i 
advise you what you ought to do, not t 
ask what he ought to do. ( 
You should not be worried with long ; 
explanations and memoranda. Rarely does 
writing a memorandum to you constitute 
completed staff action, but writing one for ' 
you to send to someone else does The 
views of a member of your staff should be 
’ 


placed before you in finished form so y‘ 


can make them your views simply by 

ong i 
signing your name In most instances, 
completed staff action results in a singl 


document 
without 


prepared for your signature and 











accompanying comments, except 

in the case of lengthy documents whicl 
should be briefed. lt the propel result is 
reached, you will usually recognize it a 
once If you want comment or explanation, 
you can ask for if A rough draft is not 
prec but the draft must be complete 
not a half-baked idea used as an excuse tf 
shifting to you the burden of formulating 
the actio1 

The final test < 
himself is this will to s 
the paper I have just prepared ai to stak« 

I } i 

my professional reputatior n its be 
right 

\ good staff member knows hat vy 
vant and how you want it, al spares ! 
effort to give it to you that " his 
does not mean he is t be 1 S Nn 


sonal courage and integrity to present his 
best ideas and thoughts irrespective « tl 
known opinion ot others Once a decisi 
is made, however, he must stick to it as 


if the decision had 


\ staff member must keep you informe: 


on all important matters affecting your ré¢ 


sponsibility. Your embarrassm«¢ can we 
be imagined when you discove trom at 
uutside source that something has beer 


going on in your othce tor some time ar 
a staff member has 
t Matters 


failed to inf 


of this kind are a real test « 


the judgment and common sense of th 
staff membet 
At the same time, you must recognize 


that this is mot a one-way street y 


must keep your staff informed, both as t 
and as to individual actions 


Phe 


broad plans 






affecting them embarrassment of one 
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In dealings with persons both 

within and outside the service, a 
staff member should always clearly 
distinguish between the opinions he 
expresses from a personal viewpoint 
and those which are 

to be considered official. 


imagined 
one of his 
he learns for the first time that you 
already ordered it done differently. 
In this instance, not only should you have 
immediately Assistant of 
should 


Assistants well be 


directing an 


of your can 
when, 


people, 


action to 
have 

informed your 
your order 


but man 
informed him of your order. 


his also have 


Closely connected with the principle that 
you should be informed of all important 
An Assistant should 
authority. One who 


matters is another: 


never trespass on your 





attempts to do so will quickly find he has 

lost your faith—and his usefulness. He 

represents you, not himself, and your wish- 

es on matters of policy must first be found 
it before policy is placed into effect. 

In dealings with persons both within 
and itside tne service, a staff member 
S ild always clearly distinguish between 
the opinions he expresses from a personal 
viewpoint and those which are to be con- 
sidere heial You are responsible for 

al of your staff You are 
not res their personal opinions 
il S subject to criticism be 
cause ( the d1lure { make such a 
qaisti ctio 

iC ( your! staff members has a posi- 
tive as well as a negative obligation to 


u. Not only should he protect you by 





proper conduct and by performing correctly 
the rk ass ¢ but e should constantly 
use initiative to improve his value to you 
ind t V I ( He iy not be criti 
cized 1 more than he is re 
quired to but he should be criticized 
or being content to perform only what he 
Ss given to d Enterprise and imagination, 
tempered with tact and a realization of the 
problems f ers ill greatly increase 
his uset Iness 

Your respons ty is to stimulate him 


in this direction, to back him up, to en- 


initiative. In so doing, 


yyalty and respect, neither 


ff which you can command merely by 


position. 


Washington Tax Talk 








Out of the so-called horizontal relation- 
ships between your staff members comes 
teamwork—or lack of it. One of the first 
essential relationships is knowledge on the 
part of Assistant of As- 
sistant’s function. Each has a responsibility 
himself that any he takes 
which affects another Assistant’s ope rations 
Knowing 


each éach other 


to assure action 


meets with the other’s approval. 


what the other Assistants do, how they 
do it and why they do it, he is better able 
to see the implications before taking or 


proposing an action 


No 
on the 


Assistant should 


grounds that it 


ignore a problem 
not directly 
The important con- 
it concerns the office, and 
a responsibility to stimu- 
To ignore the problem is 
the 
tion and, in so doing, to obscure the purpose 
of being on the payroll in the first place— 
to he Ip you 


doe S 


concern his function. 


sideration is that 
he therefore has 
late a solution. 


to contribute to evil of overspecializa- 


Co-ordination comes out best in direct 
relations between staff members—Assistants 
with Assistants, Division Chiefs with Di- 
vision Chiefs, Branch Chiefs with Branch 
Chiefs. If an Assistant dips beneath an- 
other Assistant, to discuss a matter with 
one of his Division Chiefs, without first 
telling him about it, he likely will put the 


marble machine on “tilt.” 


There is a tremendous cumulative effect 
in sound staff work Assuming that au- 
thority to act has been delegated to the 
lowest practicable supervisory level, that 
each problem arising is disposed of by the 
decision and action of the lowest level 
supervisor, and that each staff member at 


each staff 
sponsibility, problems become progressively 
The Branch 
time and opportunity to be 
Chief finds 

smoothly and can 
providing 
leadership and furnishing staff recommenda- 
Assistants then 
e time in untangling operational 
1 


1 
S provia¢ a 


level fully discharges his re- 


er at each upward level. 
ulef has more 
Phe 


unning 


Division his 


branches more¢ 


concentrate more on executive 


tions upward. Each of your 


spends littl 
a clear picture 
his divisions. 


the work 


lis divisions in perspective and is able 


and with 


1 
oft the work nd progres t 
r ti , and | gress oO 
I l 


thus has more time to view 


to provide clear-cut information, advice, 


1 


recommendations and assistance to you con- 


cerning his operations and plans 


Here, without doubt, is the toughest rela- 
tionship problem in regional administration 
and therefore the 


biggest challenge to your 


The 
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problem has been created 


largely out of 
widespread misunderstanding of the essen- 
tial purpose of a staff. The purpose is 
to help, counsel and measure. It 
staff gets the idea its purpose 
in life is to direct staff that 
tionship problems begin to multiply. 


guide, 
is when a 


another rela 


For example, the Audit Division Director 
under the Assistant Commissioner (Oper- 
ations) develops a broad, nation-wide audit 
program for the approval of the Commis- 
sioner. When the program comes to you, 
it comes from the Commissioner and it is 
You do 
Assistant develop 
a regional program for you and you then 
give it to you District Directors whose 
responsibility is to put the program in 
operation with the assistance of their Audit 
Chiefs. 


your responsibility to carry it out. 
so by having your Audit 


Then a relationship of guidance and coun 
seling and measuring begins to work down 
through the three audit staff levels. In 
direct relationships, the Audit Division Di 
rector helps your Audit Assistant and he 
in turn helps the District Director’s Audit 
Chief in unraveling knotty technical prob 
lems. If the concept or service is followed 
the relationships will not 


you or the District 
in the middle, but if a concept of direction 
l I that 


ei 4 
1S ro.i0owed, 


result in either 


Director being caught 


result inevitably will 


occur 


It is the concept of direction from one 
staff to a staff at the 
that frequently preparation 
of detailed procedures to be 
followed in strict uniformity throughout 
the country A 


ever, 


lower level 


next 
stimulates the 
operational 
concept of how 

prepara- 
guidelines 


service, 
normally 


broad 


will stimulate the 


tion of! 


programs and 


what and why with the 


expectation that 
1 


you will take them from there, 


giving you 
the opportunity 


District 


to use your staff in telling 


your and when. 


This is regional administration in action. 


Directors how 


If this 
brace d 


concept of service could be em 
overnight by all 


all three levels, the 


staff 
tough problem of rela- 
tionships would resolve itself. 


members at 


That result 


will not come overnight, however, or 
short time. It 
after intensive effort on the 


of Assistant 


over 
any other period of will 
part 
Regional 
Commissioners. Basic to the effort required 


part is 


come only 


Commissioners and 


on your your acceptance or your 


responsibility to give aggressive program 


direction to your staff members If 
fail to accept it, if 
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staff members to ‘seek line direction from 


their counterpart staff members above them. 


In your relationships with them, you are 
not merely an administrative assistant 
viding them space, 
and the like You 
program director 
is to see to it 


pro 
supplies, payroll service 
are, in addition, their 
and, as such, 
that each 
program, that his 
ducted in 


your job 
Assistant has a 
definite activity 1s con 
accordance with it and 


effectiveness is measured 
W hen 

program 1S, vou are ask 

What are 


it you propose to accomplish? 


you ask an Assistant whi 


no thes ; 
ng these q 
your objectives exact! 


cific methods and 


1 
procedures 
pose t us¢ 


to accomplish tl 
and when 


you propose to 


What standar f performance hi 


Tri¢ thod 


ls and proc 
How ou propose to me; 


establishe 


ress 


making toward 


ment of the objectives? 


you ar¢ 


If he cannot answer any 


questions, he does not have 


Your job is to Sé that he 


in doing it, he gets all 
. ame ict > ha 
ance and assistance n 


counterpart above him necessary 


ance 1S missing make that 
fact known to the a Assistant 


Commissioner or to the pu ‘(ommis 
sioner and simultaneously 


You will 


relationships if you are 


Oommen 


dations contribute to poor 


mtent 


cot! T 
with an Assistant that ‘“Washinet 
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seem to make mind on 


up its what 
ought to be done.” You will discharge your 
responsibility, however, if you work out a 
plan of action with your Assistant and then 
on what 


quite 


clear-cut recommendation 


send a 


ugnt to be aone 


As- 
Appe late < l two basic 


le 
responsiblities, 


each 


concerned with 
ns over 


has immediate 
other concerned 


n, 
over operations con- 
Only through 
follow-thro h of pro- 


responsibilities to 


supe 
Directo 


and 


offices 
ment 
each can 


| } ' 
VY aise Arye 


Bureau being deeply im- 


inistration 


this concept of adn I 
to many key people, your job in 
; 


lationship is a 


may help clear 


1 
I tougn one. 


maxim 


+ } “111 
stances I l uity 


not under your immediate supervision, his 
function likewise is one of service to you. 
He is your legal adviser, and as such is 
activities to the re- 


expected to gear his 


gional programs you establish. 


W hile 


Regional 


the 


sense 


Inspector and 
are not in a strict 
members of your staff, your relationships 
vith them will be enhanced if you encour- 
them to participate in your staff dis- 
Only in so doing will you be able 


the Regional 
Counsel 


ak ¢ 


cussions. 


to achieve the full degree of regional co 


ordination for which you are held account 


ionships with and responsibili- 
his staff are 


the District 
and responsi- 


Commissioner and 
paralle lled in 
with 
example, 


of your relationships with the 


almost exactly 


Director’s relatior 


bilit the above 
is staff readily becomes 
Director’s relation 


by substituting a 


Regional Commis 
he 
re therefore 

discharge of your 

is carried out large 
tl members the 


Commissioner’s staff. 


Commissioner) directly 


principal point 


gional 
u. He is your 


principal one to whom you 
the 


endations, and principal 


quality of your 


Regional Com 


his area of func 


Assistant 

b, in 

tion, of developing regionwide policy for the 
Commissioner’s approval, region 
the policy 


effective 


Regional 


wide programs to carry out and 


regionwide measurements to 
f the programs. These Assistants, each 


irt of the Regional Commi 


insure 


ness 


d ip 
LO ai ] 


sioner’s 1 b for him, do not issue ¢ rae rs to you, 
but the Regional Cor 
reat 


their 


missioner expects them to 
deal of advice l guid 


jobs 


Same 


istrict as 





Overemphasis on strict uniformity 
of method in the District Director's 
office will generate 

mediocrity 

and will stifle initiative. 


discharged by District Directors and their 
staffs because it is here that the great bulk 
of the done. In many 
respects the District Director’s office is the 
most important in t 
should therefore be 
to it. 
efforts on 


You 


trate 


Bureau’s work is 


the service. Every effort 
directed toward service 
You will err if you concentrate 
District 


your worth ii 


your 
controlling Directors. 


will prove 


you concen- 


on serving them 


To serve them, 
with 
and in conferences with all of them in your 
once You t} 


rroblems and 


you must 


time 


both in their individual offices 


spend 
them, 
firsthand of their 
recommendations 
their 
them de- 


solving th nh considering 


recommendations, you will find 


veloping more quickly under your leader- 


ship if you allow them the widest. possible 
discretion in the choice of methods by which 
to carry out the Commissioner’s policies 
Dis- 
Fach there 


differently 


ater 
and accomplis! 


trict 


ybjiectives Each 


Direetor is idividual 


fore goes about doing things 


Overemphasis on _ strict uniformity of 


method wil 
stifle 


generate mediocrity and will 


Initiative 


eT ls, give each District Dire« 

opportunity to earn his pay 
policy guidance, let him 
know what you expect in the way of results 


Give 


him and 


program 
and then 
him the fountainhead of 
method You nay 


popping ideas by 


make it clear that you co 

improvement 
stimulate some ey¢ 
using this approach, but 
the important thi 


ig is that you will be 


stimulating 


One accomplishment the Commissioner 


hopes to achieve as quickly as possible is 


restoration of public confidence in the In- 

Service He himself has 
material contribution, but the bur- 
den of sponsibility is 
it that 
flects a 


taxpayer. 


ternal Revenut 


made a 


yours in seeing to 


every employee in your region re- 


sincere attitude of service to the 


Telling an employee to be nice is not 


enough him he 


Telling must recognize 
his public rel 
either. The 


are good leadership and 
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ations responsibilities is not 


enough things that will do it 


good management 
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on your 
Directors. 


part and on the part of District 

lf you provide these two ele- 
ments, contacts between employees and the 
public will take care of themselves beauti- 
fully. By giving an employee knowledge, 
showing him the importance of his job and 
showing him job fits into the 
workings of the entire office, you will give 
him the essential 


how his 


Then, if 
he knows his job, if he is given recognition 


tools he needs. 


in doing it and if he has respect not only 
for his supervisor but also for the head of 
his office, will be reflected in his 
with the publi because he 
with 


service 
daily contacts 
will be satisfaction and pride 
You too, that he will 
spread the word among his friends that his 


imbued 
can depend on it, 


office is a crackerjack outfit. 

This 
hallenging 
challenging 
out of 
human 


accomplishment is a_ particularly 


one and one which must come 


adherence to the principles of sound 
You District 
Directors are of course expected to engage 


relations. and your 


in many public relations activities, but the 


foundation of your approach should be 
] “4 
i 


recognition of the simple truth that your 
have far 


public than 


employees more 


contact with the 


you have. Sound staff 


work 


and sound staff relationships, coupled with 


supervision reflecting the principles of sound 


human relations, will much more quickly 


accomplish the Commissioner’s 
frontal 


of employee public relations as 


objective 


than any assault on the 


probl m™m 
such. 


Acquiescence. 


| 
quiresces in the Iolo 


E. S. Iley, CCH Dec. 19,400.—‘Aby 
ignorance” of members of partners! 


selling and raising poultry, 


Che Commissio 
; 


dex S1OT 


Ww 


smal 
P, en 


gaged in buying, 


of bookkes ping me¢ tl 


ods and poor judgment 


partnership books audited 


, 
fraud. 


‘CH 


option 


Dec 19 $95 


Difference between 


air market value of 
+] 


stock 
le Option was exe rcised was compensatio 


to an employee who had been grat 


to purchase stock of 


services ret e! 


Nonacquiescence.—The Commissioner does 


} 
; 


not acquiesce in the followings 


Eccles, CCH Dec 
Husband was not precluded from filing a 
joint return for 1949, where 


de cision 


Marriner S 19.508 
an interlocutory 
divorce decree which made no provision me 
SaPPOrs OF and 
not to become absolute for six months, was 


granted his wife in Utah on August 2, 1949. 
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Books 


The People Pay 


Provincial Sales Taxes. John F. Due. 
Foundation, 191 


Toronto 2B, Ontario. 1953 


Can 
Street, 
$2.50 

like 
sales tax 
This study of 
the retail sales taxes in five of the provinces 
was undertaken by the author, professor of 
economics at the University of Illinois, on 
behalf of the Canadian Tax Foundation; the 
result seventh of a 


adian Tax College 
231 pages. 
Most of the 


have 


Canadian provinces, 
resorted to the 


in their search for revenue. 


the 


States, 


represents the series 
of papers dealing with Canadian tax matters. 

The author discusses the history of the 
ax, its effectiveness, its administrative fea- 
tures and the problems connected with its 
nforcement. In general, he finds that the 
effective as a means of producing 
that opposition to the tax dies 
when it has been in effect for a few 


aX 1s 


revenue, 


and that, in its operation, only a few 
need to be eliminated. The first of 

this analysis and appraisal should 
interest to businessmen and tax ad- 
provinces will benefit 
rom the author’s suggestions on improve- 
ment of the tax. 


istrators and the 


A Pioneer Government Contractor 


The World of Eli Whitney 
Allan Nevins 
pany, 60 Fifth 
York. 1952. 

Phe basis of 
of Eh Whitney 
collection of 


in telling the 


Jeannette Mir 
Che Macmillan Com- 


New York, New 


$5.75 


sky and 
Avenue, 
346 pages. 


this important biography 
is a hitherto unpublished 
family Main reliance 
Whitney's life has 


been on Whitney’s own words around which 


papers 
story ol 
the authors have woven the historical and 
technological conditions in which he worked. 

As every schoolboy knows, “Eli Whitney 
invented the cotton gin,” but following this 
invention came the beginning of the Ameri 


Books 


Of 
Interest 
to the Tax Man 


can industrial revolution and in this Whitney 
played a very substantial part, 


emphasized by the authors. 


which is 


One of Whitney’s great, but little known, 
achievements was the perfection of the use 
of interchangeable parts in the manufactur- 
ing process in which unskilled labor could be 
used. This was the beginning of mass pro- 
duction which the Johnny-come-lately Henry 
Ford said “is the upon a manu- 
facturing project of the principles of power, 


1ocussing 


accuracy, economy, system, continuity, and 
And the 


tive organization 


speed normal result is a produc 


that delivers in quantities 


a useful commodity of 


standard material, 


” 


workmanship, and design at minimum cost. 


Innovations are not readily accepted and 
their acceptance is further complicated if one 


is dealing with a 


government. Its officers 


quite naturally demand 


safeguards when 


buying or contracting to buy and the manu- 
diffi- 
experimentation, 


Whitney 


his method, 


facturer, harrassed by the 


financial 
culties of technological 
experiences all sorts of aggravation 


contracted to make muskets, by 


Ou! new 


government and the 


govern 
ment agreed to make 


Whitney 


forced to ask for an extension of delivery 


advances on the con- 


tracts was, at several Stages, 


time and for 


further advances. He was also 


asked to make certain changes in his model 
course of the contract. All of 
experiences will not be 


had 


during the 
+} 


LILCsS¢ 


new to the 


reade r who has 


experience with 


W hitney’s 


however, holds interest because he 


some 


government contracts. Story, 
was the 
pioneer government contractor in mass pro- 


duction methods. 
Obtaining the patent on the gin and ful- 


filling the muskets brought 
Whitney into personal contact with some of 


contract tor 


the great figures of our government’s early 
days. Among them were Thomas Jefferson, 


who had been sent to France and England 
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to look into the 
Wolcott. a 


resigned 


manutacturing of 
Secretary of the 7 reasury who 
under political pressure brought 
about by his hatred of John Adams and dis- 
agreement policies; and Henry 
Dearborn, a Secretary of War who had once 
been a village 


arms; 


with his 


doctor 


\ very interesting 


book 
Cap 
was named Com 
the 


an @Cx¢ hange 


chapter of the 
Whitney 


Irvine, who 


relates a feud between 


and 
tain Callende1 


missary Genera] of Purchases during 


War of 1812 wit! 
ot correspondence, Irvine 
W hitney’s 
First, you are 2 
practical gunsmith and you are 
interested in the [the <« 
Cherefor« 
littl 
Whitney 


hands in the 


England. In 
expressed dissatis 


faction with 


muskets for “two 


very obvious reasons 


too deeply 
matter 
purchasing muskets] 


ontract for 
your opin 
ions and criticisms have 


mind.” ‘To 


weight in my 
which answered: “I 
first 
from the 
with as much pre 


cision, exactness and finished workmanship 


can use my own 
tools 


materials make 


place, 


make my and then 


raw 
a musket 


as belongs to any musket which I| have 
and | seen and 
attention the 


evel 


seen have 


with 
both in this 
country and the principal countries of Europe.” 

Whitney took his this feud di 
rectly to Washington and ultimately into the 
hands of Monrose Irvine, a man 
with strong political ambition, had preceded 
and to Whitney, who 


financial life of his 
fighting 


examined 


muskets made 


cause in 
President 


him, however, was fight 


ing for the factory, and 


to Irvine, ») Was for the attain- 


ment of his ambitions, the war seemed 


momentarily 


lronik ally, and 


remot quite 
tered the 


Whitney when 
\W ashington, 


unintentionally, the British e 
side of 
captured the City of 
ended the 
Che book is an 


phase Oo! 


on the 


troversy 


thereby feud 


interesting Saga ol 


early history 


\merican 
Mirsky, a1 
has written a number of bo: 


Allan Nev Ins 


history at ( 


Jeanette anthropologist who 


ks on explora 


tion, and American 
thei 


talents to produce this readable, interesting 


protessor ot 
lumbia, have combined 
biography of a man who did so much to get 


productivity on its feet and walking in this 


country 


Canadian Income 


The 
Income 


Law of 


University of 


Meaning of Income im the 


Tax. F. E 
Toronto Press, 
1953 


LaBrie 


Toronto 5, Ontario, Canada. 


380 pages $15 


[his book deals with the meaning of in 


come in the Canadian tax law. Neither in 
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Canada nor in England is income specifically 
defined in legislation except in the broadest 
terms, and it 


becomes the function of the 


what is to be 


courts to determine included 


in profits, 


gains, 
lorms of payment. 


remuneration and other 
Quite often the English 
method of dealing with capital gains is held 
up to us and here’s what Professor LaBrie 
has to say on the subject: 

“Where the property acquires 
added wealth through an increase in the 


1) 


owner of! 


value of that property his gain is not in the 


same category as that of a dealer who put 


resells The 


this con 


and 
that 


chases 
tact 
verted into money 


similar property 
gain 
through sale 


owner's may be 


of property 
inherited does not alte: 


once purchased oO! I 


its nature; and neither would the fact that 
the property has undergone repair 


ment, orf 


improve 
| 
alteration indicate conclusively 
that a new and different situation has arisen 
English have recog 
nized the difference between a capital gain 
made on a 


courts of law always 


sale as owner and an 


business 


Income 


gain made on a sale as 


man, of 
more specifically, 
between 


as trader: the difference 


the case, on the one hand, where 
a man purchases property as ar 


and later 


invesment 


l 
of it, and the case, 


disposes 
hand, 

deliberately to 
} 


Cilase 


the other where a man sets 


realize a gain thi 


The 


been excluded from the 


ough pur 


and resale tormer has always 


category ot income 


for the purpose of the income tax.” 


The book deals specifically with the word 


“income” as evolved from judicial decisions 


and is 


quite valuable for 


dealing 


anyone 


with Canadian income tax 


Survey of Aid We Paid For 


Our Foreign Aid Program 
Foundation, Inc., 30 Rockefell 


New York 20, New York 


This review, designated as 
No. 34, is a very 


our foreign aid expenditures a1 


1953 
interesting tt 


to do, what they have done and 


recipients of our aid are doing 


How-lt-ls-Done Articles 


Handbook 
Hall, Inc 
New Yor 


Business Finance 
Prentice 


York 11, 


Doris 
New 
$10 


Lillian 
Avenue, 
919 pages 


This is a collection of articles, by 22 co1 


tributors, covering all subjects relating 
the financial 


operation of a business. 
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Articles 


No Tax on Stock for Property 


“Statutory Requirements for Postponing 
Taxes upon Incorporating a Business,” 
by Ralph S. Rice. University of Cincin- 
nati Law Review, May, 1953. 


The author is a professor of law at the 
University of California at Los Angeles. 


sEeCcT | big ») 


that “No 


recognized if property 


} 
provides 
vain O! loss 


s transferred corporation by one or 


more persons solely in exchange for stock 
yr securities in 1 corporation, and imme 
diately after the exchange such person or 


persons are in control of the 


corporation; 
n the case of an exchange by 
this 


amount oft the 


two or 
ll apply 
stock and securi- 


more persons 
if the 


1eS8 received by each 


paragraph shall 
only 


is substantially in pro- 
rtion to his interest in the property prior 
Where the transferee as 


ot the 


he exchange 
sumes a liability transteror, or where 
the property of a transferor is transferred 
then tor the 


whether the 


subject to a liability, purpose 


nly of determining amount ot 


the stock or securities received by each of 


the transferors is in the proportion required 


hwy thi 
OV U 


Ss paragraph, the amount ot such lia- 


bilify (if 


under subsection (k) it is not to 


be considered as ‘other property or money’) 
shall be considered as stock or securities re- 
such transferor 


Under 


son” includes 


term “per 
“an individual, a trust, estate, 
company or corporation.” Other 
definitions in the section make it clear that 
every individual and every 


Section 3797 (a), the 


partnership, 


form of business 
ganization conceivable is included within 
the definition of : 


“person.” Where a corpo- 
stock of 
transaction fre- 
quently may be made to conform either to 
the requirements of Section 112 (b) (4) or 


112 (b) (5) at the option of the parties 


ration exchanges property tor 


another corporation, the 


Articles 


Digests and Comments 
from Other Periodicals 
- - . Staff Prepared 


On the other hand, if a corporation receives 
property from an individual, partnership 
or other noncorporate entity, the 
tion will be free from tax consequences 
only if the requirements of Section 112 (b) 
(5) are met 


transac- 


There is no restriction as to 
commingling the nature of the parties: A 
corporation stock for 
from both individuals and corpo- 
rations in one provided other 
statute are met. An 
exception to the general rule is found under 
112 (1) 
eral subsections to 
(b) (4) 


to toreign 


The proving 
is either applicable or 


may exchange its 
property 
transaction 
requirements ot the 
Section benefits of sev- 
Section 112, 
(5), are limited 
corporations 


There the 
including 
and with respect 


burden of that the statute 
not applicable is on 
the taxpayer 

The term “property” properly includes 
cash; an obvious requirement in organizing 
a corporation is that the corporation must 
have operating capital which it 


change for stock 


gets in ex- 
Stock and securities have 
likewise been included within the meaning 
of the term, as have installment obligations, 


notes, equitable interests of creditors in 
other obliga 
“property” within the 
meaning of the section although it appears 
at least doubtful whether a transfer of a 
simple license under a patent would be so 
considered, and, ot course, the act of enter- 


ing into a 


notes, judgment 


claims and 


tions. Patents are 


simple contract under which 
commodities are to be furnished or services 
involve “property.” In- 
terests held under a will are likewise “prop- 
erty.” The meaning of “property” 
Section 112 (b) (5) is the 


erty” in Section 117 (a) 


rendered does not 


under 
Same as “prop 
The term “exchange” has come to have 
uncertain content Section 112 (b) 
(5) has frequently been used by the courts 
as a weapon in combating tax avoidance. It 
1s impossible to draw the 


exe hange 


because 


between a 
certainty 


line 


sale 


and with 


and a 
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taxpayer should beware of setting up a trans- 
action in such a manner that he must walk 
the tight-wire distinction between sale and 
exchange. The meaning of “exchange” has 
come into question in other contexts. An 
accommodation of indebtedness with a cor- 
poration whereby it issues stock in consid- 
eration of forgiveness of its debts would 
qualify as an “exchange.” Along the same 
line, there is respectable authority to the 
effect that a cancellation of notes can 
constitute an “exchange” within the mean- 
ing of the statutes. Judicial termination of 
a lease is neither a sale nor an exchange 
within the meaning of Section 112. 

The manifest enterprise of the propor- 
tionate interest clause of the section is to 
measure what the contributors gave to the 
corporation against what they received in 
the form of stock. The mere form of a 
transaction is not necessarily controlling. 
Whether the holdings of transferors are 
actually proportionate presents a question 
of fact to be decided upon the 
circumstances in each case. 
tionate need not be 
nitely, 


The 
held 


propor- 
interests indefi- 
whether stock is 
received by the various incorporators in 
proportion to the value of the property 
they contribute to the corporation, the usual 
problems of property valuation become 
critical. Of course, where property is trans- 
ferred to a corporation by only one person 
who obtains all of the stock no such prob- 
lems are presented. 


In order to ascertain 


Where two persons contribute property of 
equal value to the corporation, one may 
get 100 shares of preferred and 100 shares 
of common stock and the 
200 shares of 
the corporation is new 
scarcely be 


second 
common. Since 
and its potential 
estimated, it is 


person 
may get 


earnings can 


obviously difficult to demonstrate with any 


degree of certitude that the value of 200 
shares of common is the same as the value 
of 100 shares of common and 100 shares of 
preferred. This is especially dangerous where 
the parties actually consider the value to 
be the same at the time of issuance but 
shortly after issuance the sale price of each 
varies because of a slow or eager market; 
a claim that value varied because of inter- 
vening market conditions is not likely to 
lull the suspicions of the Commissioner. 

The same problem arises in cases where 
one contributor obtains bonds and another 
contributor obtains stocks from the corpora- 
tion in return for the property which he 
exchanged. 
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The problem of valuation is omnipresent 
and its solution is difficult and dangerous in 
the extreme. Worst of all, where a trans- 
action is entered into without proper prepa- 
ration for handling the valuation problem in 
later years, results may be disastrous. When 
a new corporation is formed, contributors 
who are to receive stock not infrequently 
wish to give the impression of generosity, 
particularly to minority shareholders who 
are expected to participate actively in the 
conduct of the business. The requirements 
of the statute make it imperative that this 
tendency be resisted and that every item 
contributed to the corporation have a spe- 
cific valuation in dollars, preferably obtained 
from impartial appraisers rather than the 
parties or their employees. 


The statute may require by its terms 
that identical percentages of stock and 
securities must be received by contributors. 


The timing which controls a determina- 
tion of whether proportional interests in 
stock were received for property is fre- 
quently important. It would be reasonable 
to believe that the proportional interest 
which the contributors are required to have 
must exist “immediately after the exchange” 
notwithstanding that the statute is silent 
on this subject. Valuation of the property 
must be made as of the date of the ex- 
change of the property for stock. 


When it is desired in the incorporation 
of an enterprise to offer special concessions 
by way of stock ownership to persons who 
contribute little property to the corporation 
and are induced to come into the organiza- 
tion primarily to obtain their special busi- 
ness talents, the stock should be distributed 
on an exactly proportional basis and the 
managing stockholders should be given an 
option to buy stock in the future in such 


a way, as to meet the requirements of 
Section 130A. 

The problem arising where a transferor 
gets boot in addition to stock was con- 
sidered in Diescher v. Commissioner, 40-1 
ustc J 9233, 110 F. (2d) 90 (CCA-3), where 
it was said that Section 112 (b) (5) did not 
apply where partners contributed assets 
and obtained cash and stock in return: “It 
will be seen that the exchange here involved 
does not come within the terms of the 
exemption of the Revenue Act since 
the partners, who put in 58 per cent of 
the property, received but 45 per cent of 
the stock.” However, the decision spe- 
cifically held that Section 112 (c) (1) was 
designed to bring within the exemption of 
Section 112 (b) (5) exchanges which con- 
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form to the requirements of that subsection 
in all respects except that in addition to 
stock or securities in the transferee corpo- 
ration other property or money is received 
by the transferor; when two or more per- 
sons transfer property to a corporation in 
exchange for its stock or securities and 
also money, the interest held by the con- 
tributors after the transaction must be pro- 
portionate to their interest in the property 
transferred to the corporation. 


Courts have consistently found it difficult 
to establish a test for determining when 
securities are issued “substantially in pro- 
portion” to the value of property transferred 
under Section 112 (b) (5). Reasonable 
arguments may be made in support of both 
the so-called “control” and 
tests. The “relative 
more restrictive than the “control” test, 
since a disproportion which exists with 
respect to even those stockholders who hold 
a minimal amount of stock would be suff- 
cient to incur tax consequences. 


“relative value” 


value” test is much 


The term “solely” refers to that which is 
received by the contributor and does not 
relate to the property contributed. The re- 
quirement that the transfer of property be 
“solely” in exchange for stock and securi- 
ties is somewhat akin to the requirement 
that the exchange be substantially propor- 
tionate, in the relation of each to Section 


112 (c) (1). 


The term “securities” should be approached 
with considerable caution. Short-term bonds 
and notes do not qualify as “securities” 
within the meaning of Section 112 (b) (5). 


The term “control” is defined under Sec- 
tion 112 (h) to “the ownership of 
stock possessing at least 80 per centum of 
the total combined voting power of all 
classes of stock entitled to vote and at least 
80 per centum of the total number of shares 
of all other classes of stock of the corpora- 
tion.” Sections 112 (b) (5) and (h) both 
appear by their terms to demonstrate that 
actual exercise of the control through the 
board of directors or otherwise is not re- 
quired; the right to control is enough. The 
term “control” expressed in terms of “vot- 
ing power” is obviously closely connected 
with the term “voting stock” which is fre- 
quently used in Section 112 (g) to define 
the existence of a “reorganization.” Ac- 
cordingly, exploration of the word “control” 
may occasionally be aided by consideration 
of the meaning of “voting stock,” although 
that phrase does not appear in Section 112 


(b) (5). 


mean 


Articles 


Coordination 
of Property Systems for Taxation 


“Estate and Gift Taxation of the Marital 
Community: Integration or Disintegra- 
tion?"’ by Brockman Adams. Washing- 
ton Law Review, May, 1953. 


The author is a member of the Wash- 
ington bar. 


Prior to 1948 it was immediately apparent 
that any discussion of federal estate and 
gift taxation had to be divided into the two 
categories of community property and com- 
mon law. In the Revenue Act of 1948, 
there was an obvious attempt to eliminate 
the major tax differences in tax treatment 
of the two systems. The effect of the 1948 
gift and estate tax changes has been to 
give rough equality, but in many cases 
equality has not been achieved and meter 
vivos transfers are no longer favored as 
much as they were. Instead of simply cor- 
recting the common law advantage of giving 
a life estate, this new system gives an 
advantage to the community property spouses, 
and at the expense of deterring a legitimate 
protective trust for the wife and children in 
common law states. 


The legislative draftsmen did an excellent 
job, considering the task they were expected 
to perform. However, it is submitted that 
the problem was insoluble due to the basic 
premises assumed. No one could be ex- 
pected to impose a perfect artificial equality 
on two basically different property systems, 
each involving many complex methods of 
disposition. The premise of the plan, not 
its execution, was at fault 


The writer has briefly outlined the basic 
requirements of a suggested revision which 
he believes can be incorporated 
Internal Revenue Code 
upsetting the present 


into the 
present without 
greatly 


taxation. 


theories ol 
The proposed solution requires 
three essentials: 
ital unit 


first, the creation of a mar 


with appropriate rules for its 


dissolution; second, the creation of a sing 


transfer tax to replace the present dual 

and gift taxation; and 
third, a correlation of the new system with 
the unchanged sections of the Internal Reve- 
nue Code 


system of estate 


The first suggestion is that a marital unit 
be created which would consist of husband 
and wife but would not include the children 
of the family, since they 
tax generation. 


represent a new 
Before marriage each indi 


vidual would be subject to the present estate 
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and gift tax laws marriage each 
partner would bring his or her assets into 
the marital community and 
would form the assets of the marital unit 
At this time a concept entitled “the existing 
marital community” would be created, and 
transfers of the marital would be 
taxed through use of the “marital unit.” 
The “existing marital community” would 
last until separation of the 
death of with 


Upon 


these assets 


assets 


legal spouses, 


one spouse 


the subsequent 
remarriage ot the surviving 


death o! both spouses 


spouse, or the 
These cut-off points 
are calculated to 
for as long a period as is consonant 
the marital 
vill be irom 
would be desirable to apply it from marriage 
to death, but in this 


simple 


impose the transfer tax 
with 
status of the parties. The tax 
cumulative marriage, so it 
and 
efficient 


unit and returning 


day of quick 


easy divorce and 


some 
method of dissolving the 
the two spouses to the status of independent 


vided 


Che termination times of legal separation, 


iduals must be pr« 


death of one 


} 


party and subsequent remar 
death of both parties 
to give as full effect to the 
without 
present law. By’ such 
normal 


or the other, Or 


art calculated 


ster tax 


as is possible substan 


altering the 


ff points the spouse will start 


ing a transfer tax when married and 


will continue making incremental tax pay 


ments upon each transfer until death regard 
less of whether hef marital partner predeceases 


her. There will be no tax paid on transfers 


to her by her decedent husband and trans 


fers he makes to persons outside the marital 


cle ath W il] he 


transfer tax 


unit at 


taxed by means of the 


system In case of a subse- 
quent remarriage by a surviving spouse, she 
will into the 
basis of the old marriage 


fer tax will 


carry new marriage the tax 
Since the trans 
once again be 
marital unit, it 1s 
unit should be 
This carries out the 
applying the 


death 


applied to the 
fitting that the old 
into the 
previous 


new 
merged new one 
policy of 
transter tax 


Irom marriage 


until 
danger of tax 
divorce 
unwise tax policies 
still feels the marital com 
munity must be terminated and the spouses 
returned to separate status with as little tax 
effect as possible since they are no longer 
a marital unit acting as The 
separation cut-off point has the advantage 
certain, and it will prevent 
schemes of partial separation to obtain the 
benefits of both the 


The great this 


d by 
Recognizing this dan 


effects 


area 1s that may be encour 


ger, the writer 


one legal 


of being also 


transfer tax and the 


estate tax 
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The social results of such a section will 
be to promote protection of the widow and 
any minor children dependent upon her and 
to tax the passage of wealth once, and only 
once, a generation. 
between the 


Geographical tax equality 
community property and the 
will be achieved in 
the same manner as is accomplished 
the present 


common law states 
under 
provisions Che 
creation of this marital unit only recognizes 
the historical, fact that the 
band and unit TI 


marital 


income tax 


economic hus 
wife are a 


unit 


yposed 
I 


may be criticized 


an incentive to marry and as 


I 
spouses Too closely toge her 


could not be termed undesirable 


The basic structure of the tax will bs 
much the same as that recomm led 
1947 Treasury Proposal and 
to that used in the 
involves one 
based on the total amount of tra1 
during life and at death. Each al 
would be determined by establishing the total 
amount of taxable 
in question and adding to that the 
of net taxable from the 
unit during that taxable year to det 
the total 
tax at 


present 


transter tax at gradi 


transfers up to the year 
amount 
transters marita 
transfers made 

a graduated rate would bs 

upon the two figures obtained and 
ference between the 
for the year in question. This tax 
be uniform on the met taxable amot 
all transfers whether during life or 
avoid difference in 
rate due to some taxes being ci 
“net” gifts while 


taxable 
two would be 


at death 


so as to 


any 
others are 
(Toss estates The 
vivos exemption could be cart 
apply final transfer 
the exemption should follow the cumulative 
rate The defi 
nitely be put on a per donor basis to prevent 
avoidance of the 


also to the tax, sinc¢ 


schedule exclusion should 
transfer tax by a donor 


making a large number of $3,000 gifts 
The proposed system will require a more 
careful check of gifts than is made at 
present; a transfer tax system should even 
tually be substituted for the entir« 


and gift tax 


estate 
this 
obtain 


system, but 


seems toc 


sweeping a change to immediate 


Congressional action. 

The transfer tax liability will start with the 
marriage which establishes the 
marital community Each spouse will bring 
into the marriage his or her present gift 
tax cumulations and exemptions. These 
will be merged and will create the “point 
on the cumulative 
marital unit This 


“existing 


schedule” for the 


point will be at the 


rate 
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A transfer tax system should 
eventually be substituted for the 
entire estate and gift 

tax system, Mr. Adams states 


wo separate spouses 

encourage nor discourage 

unused gift tax exemptions 
allowed m toto, but only one 
$60,000 estate tax exemption would be given 
to the marital unit. year the net 
“gifts” made by the marital unit to someone 
outside the unit would be taxed. 
husband and 
would not be 


and those transfers 


Marriage 
ld } 


would v¢ 
Each 


Transfers 
wife are within the 
taxed as transfers, 
from the decedent spouse 
to the surviving spouse also would not be 
taxed since the “existing marital commu- 
nity” continues until the death or subsequent 
remarriage of the surviving spouse. Ob 
viously, shifts the 
taxation to the 


between 


unit and 


this system burden of 
next generation by 
transfers to the wife 
bulk of the estate intact 
to be taxed at a higher rate on the progres- 


sive scale This policy seems to be in keep- 
ing with the 


transfer 
tax-free 
leaves the 


encouraging 


which 


present American tax policy 
protection of the widow, and, at 
time, the accumula- 


favoring 
the same discouraging 


tion of family fortunes 


The more difficult problems arise in deter- 
mining how to tax the effects of a termi 
nation of the “existing marital community” 


by remarriage of a surviving spouse or by 
Looking first at the prob- 
remarriage, it that the 
three fourths of 
the cumulative rate base and any exhausted 
exemptions, including the $60,000 death 


marriage 


legal separation 
lem of 


seems sur- 


viving spouse should take 


exemption, into a second 


must be 
since they can be 
planned by the parties and since the parties 


do not 


separation 
controlled, 


and legal 


rigidly 


I divorce 
more 


further con- 
otherwise, with 
date of legal separation is the 
point, and, at that time, the two 
spouses will become independent individuals 
subject to the estate and gift tax laws. The 
estate tax provides no problem since, by 
hypothesis, both parties are still alive. The 
gift tax is a problem, as some means must 
be found to translate the unit transfer tax 
cumulations into an individual gift tax cumu- 
lation without 


desire to maintain any 
financial or 


other The 


nection, each 


cut-off 


creating a tax benefit which 


would encourage such a transition via 


divorce Tracing would be very complex, 


so that some sort of compromise would be 


Articles 


necessary. The best solution seems to be to 
require each spouse to take three quarters 
of the marital unit’s “point on the cumu- 
lative rate schedule” as his point on the gift 
tax schedule. 


The best definition of when a transfer has 
taken place would seem to be 
gee except 


“any trans- 
no transfer shall be con 
sidered as having taken place in any case 
where the income tax incidence produced 
by the Internal Revenue Code at the time 
of transfer has not shifted from the trans- 
feror to the This definition 
would not disturb the existing income tax 
concepts of transfer, and these judicially 
worked out concepts will form a basis for 
determining whether a transfer has been 
made. This has the disadvantage of tying 
the transfer tax to a series of complicated 
and confused income tax principles which 
need correcting. The job of correcting 
these, however, will be a long, hard-fought 
process which may take years, and by tying 
the transfer tax to the income tax, the two 
will be automatically corrected at the same 
time 


transferee.” 


In correlating the transfer tax with the 
income tax, Section 113 (a) (5) basis should 
be changed so that any change in basis 
occurs only at the termination of the mari- 
tal unit by the death of both 
other cases, the original 
maintained. 


spouses In 


basis should be 


For unmarried individuals, no special pro 
visions are necessary since the transfer tax 
will start to apply to them only upon subse 


quent marriage 


married, but 


Individuals 
single at the 


previously 
date of the act 
either through divorce or death of a spouse, 
would be treated the individuals 
who had never been married In both 
cases, the regular estate and gift taxes will 
continue to apply to them until a new mat 
riage is consummated. 


Same as 


At the time of such 
marriage, the transfer tax would apply to 
them in the same manner as to all 
married individuals. 


other 


A possible solution for the problems pre 
sented by individuals married at the time 
of the passage of the act, is to create all 
marital units as of January 1 of the year in 
which the statute 
tive application 
marriages or 


is passed. 
will prevent 
divorces to 


This retroac 
any hurried 
obtain or avoid 
application of the new act; at the same time 
it will create all marital units as of one date 
so that prior marital transfers would not 
cause increased taxation. The 
existence would create their 
“point on the cumulative rate schedule” 


marriages 
already in 


as 
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of January 1, 1953 in the same manner as 
though they were married on that date; thus 
they will pay the same tax on their total 
transfers whether or not they have given 
away the bulk of their estate before enact- 
ment. 

As between married and unmarried indi 
viduals there is a discrepancy due to the 
estate tax again starting at zero, but this 
factor would later be canceled. 

This is not a final solution and the writer 
hopes it will never be considered as such, 
for an effective law must be a living statute 
which changes to meet the changing needs 
of society. It is desired that this proposal 
shall become part of a changing tax statute 
which will become both simpler and fairer 
as it is stripped to its basic premises by 
judicial interpretation 


Intricate Section 


“The Estate Tax Deduction for Property 
Previously Taxed,”’ by Harry J. Rudick. 
Columbia Law Review, June, 1953. 


The author is a member of the New York 
bar and professor of law at the New 
York University School of Law. 


Few practitioners who 
with the intricacies of 
the Code, which 


the gross 


have struggled 
Section 812 (c) of 
allows a deduction from 
property 
similar provision fot 


nonresident alien estates is Section 861 (a) 


estate fort previously 


taxed (a somewhat 
(2)), will quarrel with the assertion that it is 
the most complex and confounded provision 
of the federal estate tax law. 

The object of the 
enough to 


provision 1S clear 


mitigate excessive dilution of 


a testamentary or intestate transfer by 


duties within a 
period It has 
gested that the estate tax is a sort of capital 
levy ought not to be 
frequently. 
to the 
siderations 


successive death or git 


relatively short been sug 


and imposed too 
Since the gift tax is corollary 
estate somewhat similar 


tax, con 


may be said to apply to it. 

Certain conditions are imposed upon the 
right to the property previously taxed 
(PPT) deduction. Furthermore, there ar 
certain limitations on the amount 
may be deducted where the right to 
duction has been established: 


which 


a de- 


(1) The deduction is not available unless 
the property with which the 
deduction is included in the 
estate and 
property ac- 


respect to 
sought is 
decedent’s 


present gross 


traceable to 


was 
acquired (or is 
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quired) by the present decedent as a gift 
within five years prior t 
quired (or again is 
acquired) by 
or inheritance 
within five years 
dent’s death. 


his death or was ac- 
traceable to property 
him by gift, bequest, devise 
from a decedent died 
prior to the dece- 


who 
present 


(2) The deduction is not available unless 
the property with respect to 
can be 


which the 
identified as 
that received 
decedent or as 


deduction is 
either the 
from the 
property 
original property 


sought 
same property as 
donor ot prior 
1 


acquired in exchange for the 


(3) The deduction is not available unless 
the original property (to which the present 
property is traceable) formed a part of 
estate “situated in the United 
States” of the prior decedent or was in- 
cluded in the total amount of the 
gifts within five prior to the 


the gross 


donor’s 
made years 


decedent’s death 


(4) The deduction is not available unless 
an estate tax was finally determined and 
paid by or for the estate of the prior dece- 
dent, or unless a gift tax was finally deter- 
mined and paid by or for the donor. 


(5) The 
cept in 


deduction is not available (ex- 
a special situation) if the decedent’s 

estate received the benefit of a PPT 
deduction with respect to the original prop- 
erty There 


with 


prior 


is no corresponding 
property 
Ordinarily, if the 


require 
acquired 
original 
property to a third person, 


ment respect to 


from a donot 
donee gives the 
the property is no longer part of the first 
donee’s gro ate and could not qualify 
PPT deduction. But in the special 
situation where the gift to the 
was made in contemplation of death, it is 
three 
the property with only one tax. 


(6) The available if the 
present decedent received the property from 
a prior decedent 


ior a 


S¢ cond donee 


possible for there to be transfers of 


deduction is not 


time of 


present 


who was, at the 
his or her death, the spouse of the 
decedent, nor if the property was acquired 
from a donor who at the time of the gift 


was a spouse of the decedent. 
The regulations list three sets of limitations: 


(a) The deduction is limited to the lower 
of (1) the Pri. as 
finally of the 


decedent’s 


aggregate value of the 
determined for the purpose 
donor’s gift tax or the prior 
estate tax or (2) the aggregate value of 
the PPT (whether original or substituted) 
in the present decedent’s gross estate. 

(b) Where any of the 


property at the 
time of the gift or the 


date of the prior 
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death 
mortgage or other 


decedent’s was encumbered by a 
lien, so that a deduction 
was allowed in computing the gift or prior 
estate tax, and such encumbrance was paid 
in whole or in part prior to the death of 
decedent, the 
PPT is reduced by the 
cumbrance paid off 


the present deduction for 


amount of the en- 


(c) The deduction as reduced by the 
first and second limitations is subject to a 
third limitation: There must be deducted 
that proportion of the deductions allowed 
under Section 812 (a) (the specific exemp- 
tax), 812 (d) 


(the 


tion tor the 


state (charitable 


transfers), 812 (e) marital deduction), 
amount of “general claims” allowed 
Section 812 (b) indebted- 


otherwise 


and the 


1 
under (expenses, 


h_ the 
| 


ness, etc.), whi amount 
P a sub 


deductible as P ‘ bears to 


ject to general claims.” 
812 (c) is not, as it 


section stands, a 


satisfactory solution to the 


problem of op- 
pressively frequent death duties. Its pro- 
visions are such that a tax saving or 
the result of wholly 


The most serious objection in 


a tax 


penalty may be fortul 


tous events 
this respect that the tax 


not at all with the 


benefit varies 
length of time between 
the deaths of two decedents until the end 
of the five-year period, when relief 

double taxation is completely cut off. 
and the 
plexity are 


from 
This 
provision’s nightmarish com- 
enough to condemn it in its 


tact 


present torm 


That is not to say that we 


satisfied 


have to be 
with nothing absolute 
In a society as complex as ours, a 


simple 


less than the 
ideal 
perfectly and perfectly fair tax 
All that we can expect 
which is reasonably understand- 
workable In the 


fetish for precise 


statute is a mirage 


is a Statute 


1 


able and reasonably 


present statute, the equity 
has been carried too far in some directions 


(although not far enough in others), at 
an unnecessarily great sacrifice of simplicity 


and ease of administration 
I venture to submit a proposal which I 
present 


Admittedly it is, as must 


would be 
PPT deduction. 


be, a compromise 


believe superior to the 


and ex- 
pediency, but where fairness has been sacri 
ficed to 


between equity 


increased administrative facility, 
On the whole 
relation to the 


The proposal is based 


the sacrifice seems justifiable 
small in 
gain in workability. 
on three premises 


the inequity is 


First, since the designed to 
ameliorate the hardship that flows from 


too frequent taxation of the same property, 


statute is 


Articles 


the longer the interval, the less should be 


the benefit 


Second, the relief from hardship should 
take the form of approximating a direct 
transmission of the property from the first 
decedent to the legatees of the second dece- 
dent, as if the second decedent had been 
by-passed 

Third, the 
taxes 


amelioration should be from 
incurred because of circumstances 
beyond the control of the interested parties 

Based on these three premises, the fol- 
lowing proposal is submitted: 

(1) The period during which the benefits 
of the available should be 
lengthened from five to ten years, 


deduction are 


(2) The amount of the permissible deduc 
tion should decline .as the interval between 
the first and second deaths increases 

(3) The deduction should be allowed only 
with respect to property acquired by be 
quest or inheritance. It should not apply 
to property acquired by gift even where 
the gift itself is included in the first dece 
dent's taxable estate. 

(4) The 
by the 
praised in the 


should be measured 
at which the property is ap- 


deduction 
value 
second decedent’s estate. 

(5) Tracing of the original PPT into 
other property should, of course, be re- 
tained, particularly in view of the lengthen- 
ing of the interval to ten years—the property 
should not be frozen in the 
second decedent for 


hands of the 
long period, 
Lengthening of the period to ten years will, 
of course, complicate 


any 
tracing problems 
somewhat 

(6) The requirement that the property 
shall have formed part of the gross estate 
of the prior decedent, and the requirement 
that the present estate shall have 
paid an estate tax should both be retained, 
since otherwis¢ 


(7) The should not be denied 


where the prior decedent obtained the bene- 
fit of the deduction. 


decedent’s 


there is no double tax. 


deduction 


(8) The provision denying the deduction 
where the prior decedent was the 


of the second should be retained. 


spouse 


(9) The second limitation, which now re- 
quires reduction of the deduction by en- 
cumbrances, paid off after the death of the 
first decedent, should be extended to require 
reduction by the amount of any encum- 
brances on the property which existed at 
the death of the first decedent and were 
deductible from his estate. Since only the 
equity in the was taxed in the 
prior estate, there is no double tax if this 
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limitation is imposed. The reduction re- 
quired on account of this limitation should 
be made before the applicable 


percentage specified above in paragraph one. 


applying 


(10) With expansion of the second limita- 
tion the premise that 
the should be roughly the 
same PPT by-passed the 
the third limitation be 
unnecessary and should be elimin- 
ated, since it is designed to prevent what 
are assumed to be double 


and acceptance of 


tax consequences 
the 


second decedent, 


as if 
comes 


deductions. 

So long as the existing provision remains 
the books, well to ask 

what steps a prospective decedent may take 

the PPT deduc- 

possible benefits short 

suicide the 


There number 


on however, it is 
in order to 
the 
of committing 
period 
them 


squeeze trom 


tion maximum 


before five-yeat 


expires of 


are a 


(a) If he is to away 
his the five-year period 
has elapsed, he should give away his separate 
property and hold on to his inherited pro] 
erty and to property i 
qualify for the PPT deduction 


going give any of 


property before 


I] 


other which w 


WHAT'S IN A NAME? 


It may be that, in accordance with 
Gertrude Stein’s thought, a “Rose is 
a rose is a rose is a rose,” but that is 
the with aureomycin. No, 
indeed! According to a bill which was 
recently before the Senate, aureomy 
cin Why so and 
to make the ‘ 
The reason, as stated by Senator Ives 
of New York, who took time off from 
his duties as a member of the Bank- 
ing and Currency Committee, is as 
follows 

“It [the bill] is not to announce 
that a new drug is on the market. It 
is merely to bring the consistency, the 
contents, or whatever it may be called, 
in a drug, into line with the food and 
drug law regulations and practice. I 
shall read the explanation given by 
the committee itself in its report. 


not case 


is chlortetracycline. 
why a federal law 


? 


1 
change 


“*The sole purpose of this bill is to 
substitute the generic term “chlortet 
racycline” for the name “‘aureomycin” 
in sections 502 (1) and 507 of the Fed- 
eral Food, Drug, and Cosmetic Act 


Aureomycin is one of the auti- 


biotic [sic] drugs which have proved 


September, 1953 ® 


(b) If he makes gifts above the exclud- 
ible amounts, he should not use up the full 
amount of the specific exemption. In other 
words, he should always pay some gift tax. 


(c) He should not pay off mortgages or 


other liens on donated or inherited property. 

(d) He should keep records which will 
make it easy to trace the original PPT into 
other property held the f 
his death 


by him at time of 
(e) He should, as far as possible, prevent 
the PPT from being subject to the claims 
of any creditors. 
(f) Where 


volved, 


substantial 
to the surviving 
amount greater than the 
duction should be avoided. 


amounts are in 


a bequest spouse 


in an marital de- 


The executors of the first decedent’s 
should, 


debts and 


(g) 


estate as far as possible, px 


that out of in- 
come or capital gains during the period of 


charges of estate 


administration, thus increasing, if 
sioner Uv 


Comms 
Garland, 43-1 ustc § 10,041, 136 F. 
(2d) 82 (CCA-1), is correct, the amount of 
PPT which will be 


decedent 


distributed to the second 


highly useful in the treatment of disease 
When aureomycin was discovered in 
1947, little was known of its chemical! 
structure. The drug firm which pro 
duced the new drug selected the nam« 
“aureomycin” 


because of the golden 


or yellowish color of the drug and its 


derivation trom streptomyces. Sinc¢ 
that time additional studies have been 
made, and it is now agreed among 
chemists that the proper name of the 
drug, accurately describing the same, 


is “chlortetracycline.” 


“*The change in name is desirable 
because the Food, Drug, and Cosmetic 
Act should designate drugs by terms 
that descriptive of their chemi 
cal structure rather than by fanciful 
or nondescriptive trade names. 
thermore, the use of the manufac- 
turer's trade name as a_ general 
descriptive term deprives the manu- 
facturer of an opportunity to have 
“aureomycin” registered as a trade- 
mark.’ ”’ 


are 


Fur 


Oh, well, as Shakespeare said, “That 
which we call a rose by any other 
name would smell as sweet.” 
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Court Costs Not Deductible 


Expropriated property represents capi- 
tal. 


When the government and a stationery 
company were unable to agree on a price 
for property being taken by the government, 
the government commenced court proceed- 
which the company claimed an 
amount for loss of revenue resulting from 
setting up business in a new location. Al- 
though the 


damages 


ings in 


was increased, 
apart from the 
lue of the Accordingly, no 
of the could be deducted 

as having been expended for the purpose 
Diggon-Hibben 
National Revenue, 53 


compensation 
allowed 
property. 

court 


were 
costs 
taxable income. 


Limited v. Muster of 
DTC 187. 


ot obtaining 


Turning a Phrase 


Survivorship benefit includes dower. 


In his will, a directed his exe 
things, “to pay all 
mn and inheritance and death taxes 
that may be 


husband 
cutor, among other 
successi 
payable in connection with... 
any benefit given by me . by survivorship. 
His wife was given the sum of $3,000 
mths death and thereafter 
month during her life, both amounts 
ut of capital 

$250,000 


Six meé after his 


$250 per 
The total estate was in ex- 
cess of In addition to the money 

was entitled to dower 
whether she 


wife 


nts, the 


question arose was 


xr the succession duties on her 
interest or whether they were to be 

out of the the estate. Al- 

igh the quoted phrase would be more 
apt to include a joint tenancy, “it is diffi- 


cult to conclude that the deceased did not in- 


residue of 


tend to have his estate pay the succession duty 
on the right to dower.” (“A dower interest 
may be regarded as a benefit conferred upon 
the wife by the husband which only comes 
into enjoyment, as does a joint tenancy, 


Canadian Tax Letter 


No Condemnation Costs .. . 


Trifle’ Is Not Support . . . 


No Tax on Dower Interest 


anadian Tax Letter 


upon the latter’s death.”) “On the contrary, 
I believe that he did, in view of the other 
terms of the will. I am told that the succes- 
sion duty in respect of this dower interest 
exceeds $6,000, and I conceive of 
a man with an estate in excess of $250,000 
only providing for his widow to the extent 
of $5,000 a month for six months and $250 
a month thereafter, and then superimposing 
her the pay or have 
charged against her dower interest a sum 
size."—Re Hill, 53 


cannot 


upon obligation to 
of such considerable 
DTC 1146 (Ont.). 


Inadequate Support of Wife 


More than a “‘trifling’’ sum is needed 
before the exemption in respect of a 
wife will be allowed. 


A cabinet maker from Greece, who re- 


sided in Canada but whose wife lived in 
Greece with his brother claimed, for the 
1951, that he 


sending her the sum of $125. 


year supported his wife by 
This sum was 
not sufficient to merit the term “support.” 
“At the most it could only be called partial 
support and I doubt that such a small sum 
merits even that description, where a tax- 
payer’s wife is concerned. . .. It is in fact 
less than one-half of the exemption allowed 
section 25 (1) (d) (1) for a 


dependent, which exemption is $400. 


under mere 
The 
degree of support contemplated in the Act 
is indicated, to some extent at least, in sub 
section (2) which provides that where a 
man and his wife live together the husband 
shall be deemed to support his wife It is 
difficult to reconcile that degree of support 
with the trifling expenditure of $125 in the 
[ small 
outlay on which to claim an exemption of 
$1,000 in addition to the exemption of 
$1,000 claimable by him... as 
single person.”—Constantine v 


National Revenue, 53 DTC 213. 


course of an entire year. It is a 


though a 
Minister of 
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From 
the Reader 


Acq. and Non-acq. 


Planning Large Estates— 


Purchase of Government Bonds 
Sir 


Mr. Wellheeled Taxconscious had worked 
hard all his life building up the Taxconscious 
Corporation, of which he was president. 
At 65, he decided to take life easy and, so, 
he sold a 50 per cent stock interest in Tax- 
Corporation for $2,000,000 and 
paid capital gains thereon. The following 
year, after a trip around the world observ- 
ing how the government spent his 
he consulted his attorney 


conscious 


money, 
Taxwise, and 
“IT do not want to pay any gift taxes, 
but I want to give my grandchildren all I 
can and I want to see that the government 
gets as little 


said 


as possible from my estate.” 


Taxwise explained to him that he had, 
for gift tax purposes, one specific exemption 
of $30,000 during his lifetime (Code Section 
1004 (a)) and that he could give each de- 
scendant $3,000 a year without tax (Code 
Section 1003 (3)). Taxwise pointed out 
that, since he was married, he could give 
twice these amounts since one half would be 
considered as coming from his wife (Code 
Section 1000 (5)). Since he had two childen 
and six grandchildren and had~ made no 
prior gifts, Taxconscious could give $108,000 
the first year and $48,000 annually there- 
after to his descendants free from gift tax. 


Taxwise also explained that the minimum 
estate tax could be secured by use of the 
marital deduction which permitted Tax- 
conscious to leave 50 per cent of the value 
of his adjusted estate to his wife 
without his estate paying tax thereon. Tax- 
wise that there were certain 
government bonds now selling at 92 or less 
which, if part of estate when 
he died, must be accepted at par 100 in pay- 
ment of estate taxes. 


gross 
stated 


also 


Taxconscious’ 


Taxwise explained the Bureau’s position 
was that his estate, as of the date of death 
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or one year thereafter, would have to value 
such bonds as were to be used to pay taxes 
at par 100 and any other bonds not so used 
at market 92. With this in mind, Taxwise 
said he could compute the amount of bonds 
Taxconscious should purchase, and the re- 
quired amount of bonds could be readjusted 
each year to allow for gifts and changes in 
values of other assets belonging to Tax- 
conscious. 


Taxwise said: “Since you are moving to 
Nevada to avoid state tax, let 
us make some assumptions. Your 
is now worth $4,000,000. If you died now 
and left your estate to your grandchildren, 
your tax would be $1,802,800. Assume you 
live ten years more. 


inheritance 


estate 


In those ten years, you 
will have given away $540,000, your exemp- 
tion is $60,000, one half of your gross estate 
is $1,725,160 (adjusted for profit on bonds 
to be turned in) and this is exempt under 
the marital deduction. Your estate will pay 
a tax of $629,322, by turning in bonds which 
cost you $578,620. (By use of the marital 
deduction, one half of the $50,320 profit on 
the bonds escapes tax.) Thus, the tax will 
be $1,223,858 less than if you made no gifts, 
did not take advantage of the marital deduc- 


tion, and did not purchase bonds.” 


Taxconscious that there 
will be a tax on his wife’s estate 


laxwise also tells 
Assuming 
she outlives Taxconscious ten years, she can 
give away $240,000 of the $1,410,499 she will 
receive ($1,725,160 less on half of the tax 
on the husband’s estate). The tax on her 
estate will then be, at present rates, $404,795.90 
(adjusted for proht on 
which can pay by 
which her $371,680. The of the 
total Taxconscious and his 
wife would be $951,417.90. This total repre- 
sents a savings of $851,380.10. $59,198.70 of 
this savings springs from the fact that the 
estates held government bonds purchased 
at 92 which were turned in at par to pay 

(Continued on page 768) 
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bonds turned in) 


she turning in bonds 
cost cost 


estate tax on 





Tax-Wise 


Meetings of Tax Men 


Chicago Tax Conference.—The Sixth An- 
nual Conference on Federal Taxes, spon- 
sored by the University of Chicago, will be 
held in Chicago on October 28, 29 and 30. 


Included in this year’s program will be 
sessions devoted to employer and employee 
problems, the purchase and sale of corpo- 
rate businesses, and estate planning. In 
addition, there will be discussions of lead- 
ing tax developments of the past year and 
of the tax policies of the new Administra- 


tion 


William A. McSwain is chairman of the 
planning committee, the members of which 
are Walter J. Blum, William M. Emery, 
William N. Haddad, James D. Head, John 
A. Howard, Paul Johnson, Robert R. Jor- 
James M. Ratcliffe, Michael J. 
Sporrer and Harry B. Sutter. Announce- 
ment of the complete program and details 
of registration will be 
future. 


gensen, 


made in the near 


New York University Institute on Fed- 
eral Taxation—An opportunity for ex- 
perienced tax practitioners to participate in 
the dissemination of tax knowledge and the 
exchange of ideas is 
presented at 


practical tax again 
the Twelfth Annual Institute on 
Federal Taxation of New York University, 
which will be held in the period of Novem 
ber 4-13. 


Recent developments, current issues, and 
practical problems will be discussed on the 
assumption that the registrants are familiar 
with the Code and the regulations and that 
they have a general knowledge of tax law— 
this background is necessary to appreciate the 
value of the institute and to benefit from 
the meetings which are conducted as a mix- 
ture of panel discussions, lectures and ques- 
tion periods. 


Among the subjects which will be dis- 


cussed are: Fraud Cases; Real 


Tax-Wise 


Estate, 


Taxes... 
Tax People... 
Things Taxed... 


Landlord and Tenant; Tax Office Tech- 
niques; Reorganization, Stockholder and 
Corporation; Planning for Employee Re- 
tirement: Income and Death Benefits; Prob- 
lems of the Oil and Gas Industry ; Problems of 
Family and Individual; Problems of the 
Operating Business; Estate Planning; and 
Procedure—Bureau Operations. 


The institute, of which J. K. Lasser is 
chairman, will have among its distinguished 
lecturers and panel members the following: 
David Boyd Chase, Boris Kostelanetz, 
Harry Graham Balter, George R. Blodgett, 
William Schan, Henry Cassorte Smith, 
Hugh C. Bickford, Benjamin Grund, Wil- 
bur H. Friedman, Seymour S. Mintz, Car- 
bery O’Shea, Leo Diamond, Charles S. 
Lyon, George J. Brady, Dale H, Flagg, 
Jacob Rabkin, Leslie Mills, Bernard V. 
Lentz, Sydney A. Gutkin, David Beck, 
Ewing Everett, Boris I. Bittker, Rene A. 
Wormser, Milton Young, Franz Martin 
Joseph, Harry J. Rudick, Merle H. Miller, 
William J. Casey, George Lourie, Commis- 
sioner T. Coleman Andrews and Tax Court 


Judge J. Edgar Murdock 


The institute will be held at the Hotel 
3arbizon-Plaza in New York City. The 
registration fee of $142 includes the optional 
dinner fee of $7. Single-day registrations 
carry a fee of $20. Registration forms and 
information can be obtained from Mr. Henry 
Sellin, Executive Director, Institute of Federal 
Taxation, New York University, Washington 
Square, New York 3, New York. 


New School for Social Research of New 
York City.—The Tenth Annual Series of 
Lectures on Federal Taxation, sponsored 
by the New School for Social Research 
of New York City, will be given in the 
ten-week period beginning September 24. 
Subjects of timely importance will be dis- 
cussed with the emphasis on current prob- 
lems, including the practical application of 
tax law to business 


common transactions 
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Requests for descriptive pamphlets and 
registration should be ad- 
dressed to the Chairman, at the New School 
for Social Research, 66 West 12th Street, 


New York 11, New York 


applications for 


University of Denver Tax Institute. 
Cosponsored by the University of Denver 
and the Colorado Society of Certified Pub 
lic Accountants, the Third 
sity of Denver Tax 
at Denver, 


Annual Univer 
Institute will be held 
Colorado, on October 26 and 27. 
Requests for information should be ad 
dressed to the University of Denver Tax 
Institute, University of Denver, 1445 Cleve 
land Place, Denver 2, Colorado 


aad ) 


Marquette University—The Fourth An- 
nual Institute on Taxation of Marquette 
University will be held on October 21, 22 
and 23. Information concerning this meet- 
ing can be obtained from Mr 
Nichols, Director, Institute of Taxation, 
Marquette University, Milwaukee, Wisconsin 


Laurence 


Deputy tax commissioner to be honored. 
—A dinner honoring New York 
State Deputy Tax Commissioner Burton 
will take place on Tuesday, September 8, at 
the Waldorf Astoria Hotel, New York City. 
The Controllers Institute, the Tax Execu- 
tives’ Institute, the Commerce & Industry 
Association, the New York State Society 
of Certified Public Accountants, the Federal 
Tax Forum and the National Tax Asso- 
ciation are among those participating in 
this affair i 
from 


retiring 


\ number of tax commissioners 
various invited and 
the Commissioner of Internal Revenue, T. 
Coleman Andrews, and General Counsel of 
the Treasury Department, Elbert Parr Tut 
tle, have already accepted invitations, In- 
dividuals desiring ticket reservations should 
contact the Dinner Committee, c/o The 
Tax Executives’ Institute, 60 East 42nd 
Street, New York City 


states are being 


Twenty-five Years Ago 


Tax men who have experienced the feel- 
ing of trepidation that comes with the first 
working will appreciate the 
graphic description of a lawyer’s dilemma 
which appeared in an article in the Sep- 
tember, 1928 issue of TAXEs 


assignment, 


Twelve years ago, fresh from law 
I was instructed by 
for which 


school, 
a member of the firm 
I was working to assist a client 
in the preparation of his British income tax 
return. A copy of Dowell’s “Acts Relating 
to the Income and the 
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““Excise—A hateful tax levied 

upon commodities, and adjudged not 
by the common judges of property, 
but wretches hired! by those to whom 
excise is paid.’’"-—Samuel Johnson. 


that I ask the British C 
of the British Income 
given me as my 


onsul for a copy 
Tax Regulations were 
chart compass. No 
sailing a 


and 


verdant rock-bound 


navigator, 


coast, without knowledge of its 


and 


headlands 
confronted by undecipherable charts, 


could have been more desperate 

After a few days, I was able to give a 
dissertation, reinforced by decisions run 
ning back for more than a hundred years, 
on the tax features of amenity lands, ad- 
vowsons, tied houses and friendly societies; 
but with 
pertinent 


respect to the rudimentary and 
questions of what income the 
be applied to, what return or 
returns should be filed, the amount of the 
tax due, and when and to whom the tax 
must be paid, the libraries seemed to be 
barren. Nor did the British Consul hold 
hope of early assistance. He ad- 
vised me that the which I 
had been told to obtain, were confidential 
instructions to His Majesty’s Inspectors of 
Taxes, to which taxpayers 
mitted access, and that 


tax should 


out any 


“Regulations,” 


were not per- 
even the forms of 
return could be acquired only by application 
in person to the Assessor for the district in 


which our client resided. 


Registration Is a Potent Tax Weapon 


Despite congested highways, many peo 
ple consider the automobile a 
transportation, whether for business or for 


“must” for 


that 
States 


weekend While not all of the 
automobile important 
where collection of taxes is concerned, more 
and more states are 
in that The plan is simple—no 
registration of the vehicle unless the prop- 
erty or sales tax 
ample, Illinois, a 
system, imposes 


trip 
consider the 


recognizing its efficacy 
direction 


has been paid For ex 
recent convert to the 
a tax, at the rate of 2 per 
cent of the purchase price, on the use 


motor vehicles purchased out 


residents, payment of the tax 

prerequisite for registration of the 
Nevada recently 
viding for a tax, in lieu of all ad valorem 
taxes, on motor 


being a 
vehicle 
enacted legislation pro 
vehicles registered for 
operation in the state; the tax will be col 
lected annually by the county treasurers at 
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le time oft 


the 


application for registration ol 


motor vehicles 
other 


collecting 


Among the 


this 
Arkansas 
where automobiles will not be licensed un- 
less a personal property receipt is 
produced; Tennessee where applicants for 
certifica title must roof that 
tax OF at per cent 

purchase price has been paid or that 
have 


states which use 


means ol taxes are 


tax 


tes of! present 


I 
a sales OT 2 
ot the 


they 


uSs¢ least 
authority from the Commissioner 
f Taxation to file an application without 
tax; and the 
Columbia where motor vehicles 
the tax will 
gistered until the tax has been paid 


payment of a sales or use 
District of 


subject to personal property 


not be re 


A Rod's a Rod for A’ That 


\ manufacturer of felt that, 
parts ol 
completed fishing rods from the kits in 
would not be liable 
tax on fishing 


fishing rods 
if he omitted 


certain component 


the 
ie. a 


which they were soid, he 


the excis¢ 


rods 


Hines v. U. S., 53-2 ustc ¥ 9501 


he argued that 


(1) the kit as sold 


a fishing rod because of 


(Ct 


} . 
this was so because 


could not be used as 
the the 
parts (guides and tip-top); (2) 
parts the 


absence of 
component 


vithout these 


rods were not sub 


stantially 
other than 
the policy ot 


complete; and (3) business rea 
considerations dictated 

kits for sale rather 
while no one of these 
determinative when considered 
they did establish that the kit was 


not a fishing rod 


City Tax Calendar . 


October 1—New York: New York City 
property tax due; New York City real 
estate first installment due. 

October 15—Arizona Phoenix business 
privilege tax and payment due 

Denver sales tax reports and 

payment due. New Mexico: Albuquerque 

occupation tax installment due. Pennsyl- 

Philadelphia employer withholding 
tax reports due; Scranton employer with 
holding tax reports and payment due. 

October 20 New Orleans sales 
and tax reports and payment due 
New York: New York City sales and use 
tax reports and payment due. 

October 25—New York: New York City 
conduit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due 


Tax-Wise 


sons 


tax 
offering 
than completed rods; 
testS was 


together 


tax 


reports 
4 ‘olorado 


vanu 


Louisiana: 
use 


Howeve - he was addressing a court com 
posed of “hobbyist,” as distinguished from 
“catch as catch can,” fishermen and rejection 
of his arguments was made in a style worthy 
of that master of the Izaak 


Walton: 


“We have carefully considered thes« 


angling art, 
three 
tests in the light of plaintiff's resourceful 
arguments and our own experience as fisher- 
men who have at one time or another em 
ployed almost every device known to man 
from the bent pin piece of string 
attached to a hand-cut willow branch to the 
finest sectional and/or one-piece rods made 


on a 


of bamboo, steel or spun glass to which have 
been attached 
handles, 


ferrules, tip-tops, 


and reels of 


guides, 


reel seats varying 


l 7 
shapes, sizes and quality, carr lines of 


every kind available. 


ying 


“However, we cannot agree with plaintiff 
principally for the reason that we feel that 
this product falls the commonly 
understood and accepted meaning of the 
term ‘fishing rod’. In spite of the fact 
that plaintiff's product did not include tip 
tops and the great 
people would 
them True 
might ‘blanks’ by those engaged 
what could they be called 
or to what practical use could they be put 
other than ‘fishing Plaintiff says that 
it would be difficult if not im- 
possible a ‘blank’ rod and this 
conceive ot! 


within 


guides, majority of 


call 
they 


everywher« know and 
‘fishing rods’ 
be called 


in the trade, but 


enough, 


rods’ 
extremely 
to cast with 
is true, but we 
practical 


rods.” 


an other 


no 
them 


us¢ tor 


except as fishing 


October 30—Pennsylvania: Philadelphia in- 
come tax reports and payment on wages 
and salaries not withheld at source due. 


October 31—Kentucky: Louisville personal 
income tax withholding agents’ payment 
due. Missouri: St. Louis employer with- 
holding tax reports and payment due. 
Ohio: Columbus withholding reports due; 
Dayton withholding tax reports and pay- 
ment, if more than $50, due; Toledo with- 
holding tax reports and payment due; 
Youngstown withholding tax reports and 
payment due. Pennsylvania: Philadelphia 
withholding reports and payment due. 
Utah: Provo merchant and retailer tax 
reports and payment due. 





State Tax Calendar | ‘ 


The State Tax Calendar includes the 
reports and payment due dates for the im- 
portant taxes—franchise, income and prop- 
erty. If the states in which you have 
interests are not listed, there are no fran- 
chise, income or property tax reports or pay- 
ments due therein for the month covered. 


ALABAMA: October 1 


due 


ARKANSAS: October 1 


final installment due 


Property reports 


(last day) 


COLORADO: October 15— 


come tax third 


Corporate in- 
installment due.—Personal 


income tax third installment due 


DELAWARE: October 30—Personal in 
come tax third installment due. October 
31—W ithholding payments 


due 


DISTRICT OF COLUMBIA: October 15 
—Income (franchise) 
ment due.—Personal 
installment due. 


returns and 


tax second install- 
income tax 
Unincorporated 
tax second installment due 


IOWA: October 1—Corporate 


second installment due 
tax (calendar 


second 
business 


income tax 
—Personal income 
second installment 
due.—Property tax second installment de 
linquent 


KANSAS: October 15—Corporate 


tax second installment due 


KENTUCKY: October 15— 
come tax 
ment due. 


LOUISIANA: October 1—Franchise tax 
reports and payment duc 


MARYLAND: October 1—Property tax as- 


sessed by 


year) 


income 


Personal in- 


(calendar year) second install- 


ke cal cK lect rs due 
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MINNESOTA: October 31—Property t: 
second semiannual installment due 
MONTANA: October 15—Personal income 
October 30— 
tax semiannual installment due 
NEW MEXICO: October 15—Corporate 
income tax third installment due.—Per 
tax third installment due. 


NEW YORK: October 25—Conduit com 


panies’ 


tax second installment due. 
Pro perty 


sonal income 


taxes and reports due 


NORTH CAROLINA: October 5—I 
erty tax due. 

NORTH DAKOTA: October 
property tax 
linquent. 

OREGON: October 15—Excise 
tax third installment due.—Personal in- 
come tax third installment due. October 
31—Withholding tax reports and payment 
due, 

RHODE ISLAND: October 31—Corpora 
tions (employing five or 
reports due. 

SOUTH DAKOTA: October 31— 


tax second installment due 


-rop- 


15—Real 


semiannual installment de 


(income) 


more persons) 

Property 

(last day) 

TENNESSEE: October 5—Property tax 
due. 


TEXAS: October 1— 


terly 


Public utilities’ 
and payment due. 
VIRGINIA: October 1—Public 
tax due 
WASHINGTON: October 31 
tax semiannual installment due 
WISCONSIN: October 15—Property tax 
installment railroad, tele- 
express compa 


quar 
tax report 


utilities’ 


Property 


second from 
graph, sleeping car and 


nies due 


ACQ. AND NON-ACQ.—Continued from page 764 


estate taxes. This savings is too great to be 
overlooked in any estate tax planning. 

In smaller individual who 
has knowledge he is going to die in the near 
future can make a quick 
The amount of the 


768 


estates, any 


and certain profit. 


profit rises with the 


September, 


1953 @ 


of the estate, 
often 
so certain 


size but a profit is certain. It 
been said that there is nothing 
as death and taxes, yet it is pos- 
sible to make some profit on both. 


Joun W 


has 


HuGHES 
ILLINOIS 


TAXES —The Tax Magazine 


CHICAGO, 





Federal Tax Calendar 


October 15—— October 31—— 
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Heoft Your Cop tes tr Yate 


You can always find that important article you 
need, when you want it. Each binder holds 
twelve issues. Any issue quickly inserted or 
removed. Handsome, durable black covers, 
gold stamped: TAXES—The Tax Magazine. 


Window label shows contents by year. 


Price $2.50 Each 


TAXES. 


Gre TAX MAGAZINE 


214 N. MICHIGAN AVE... CHICAGO 1 





